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SUPPLEMENTARY SECURITY-RESERVE 
REQUIREMENTS RECONSIDERED 


Jos—EPpH AsCHHEIM* 
The Johns Hopkins University 


THE INTRICATE TASK of managing a large and widely held national 
debt has placed in question the appropriateness of flexible interest- 
rate policies in the contemporary American economy. Especially 
since the Treasury—Federal Reserve “accord” of March, 1951, the 
view has been expressed that it would be both feasible and desirable 
to insulate government securities, in whole or in part, from the im- 
pact of restrictive monetary policies on the private credit market. 
One proposal commonly mentioned in this connection is to require 
government securities as part of the reserve to be held by commercial 
banks against their deposits, supplementary to the prevailing cash- 
reserve requirements. As an alternative to holding required securities, 
commercial banks would be permitted to hold cash. 

The proposal of supplementary security-reserve requirements was 
made at the outbreak of World War II; repeated toward the end of 
the war and shortly thereafter; discussed at length in subsequent 


* The author is greatly indebted to Professors Evsey Domar, Simon Kuznets, Fritz 
Machlup, and Edith Penrose for helpful comments and suggestions on earlier drafts of 
this paper. 

1. See replies by economists, Monetary Policy and Management of the Public Debt: 
Replies to Questions and Other Material for Use of the Subcommittee on General Credit 
Control and Debt Management of the Joint Committee on the Economic Report (82d 
Cong., 2d sess. [1952]), pp. 1081-92. Most respondents did not deem the insulation of 
government securities from the impact of restrictive credit policies desirable; but many 
of these economists considered such insulation possible, at least in part. About a third 
of the respondents believed that insulation of a considerable part of the national debt 
would be both possible and desirable. At least two economists—S. E. Harris and L. 
Shere—believed that it would be both possible and desirable to insulate all public-debt 
securities. 

See also Statement by Conference of University Economists sponsored by the Na- 
tional Planning Association (ibid., pp. 1299-1300), which recommended “serious ex- 
amination with a view to possible adoption of several devices for moderating the impact 
of restrictive monetary policy on the prices and yields of government securities.” M. 
Friedman and C. G. Hitch expressly dissented from this recommendation. 
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congressional hearings, particularly in replies to the 1952 Patman 
Committee; and revived in some recent critiques of restrictive Fed- 
eral Reserve policies.” At best, however, this recurring discussion 
remains inconclusive. Perhaps this is as it should be in an economy 
whose complex and changing financial structure warrants constant 
reappraisal of suggested, as well as existing, instruments of central 
banking. Still, the discussion of supplementary security-reserve re- 
quirements could have been significantly advanced if one crucial 
proposition, contained in a 1946 analysis of such requirements, had 
been subsequently taken up and examined by others. It therefore 
appears timely to reconsider supplementary security-reserve require- 
ments with reference to this neglected proposition. 

In a research study by the Committee for Economic Development, 
M. G. de Chazeau, A. G. Hart, and others stated that one “funda- 
mental principle” of a system of security reserves is that “reserve 
requirements be revised sufficiently to absorb the bulk of the govern- 
ments which banks hold.’”* Unfortunately, the authors provided no 
substantiation of this statement (this may help to explain why others 
ignored it in later discussions).* But if this proposition can be shown 
to be valid, it assumes paramount importance for evaluating the pos- 
sibility and advisability of supplementary security-reserve require- 
ments; for it implies (a) either widely different supplementary re- 
quirements for different banks or wholesale reshaping of the asset 
structure of numerous banks and (0) virtual exclusion of banks from 
participation in open-market activity for the duration of the supple- 
mentary requirements. 

The purposes of this paper are (1) to examine the validity of the 
proposition that, to be effective, supplementary security-reserve re- 

2. See L. H. Seltzer, “The Problem of Our Excessive Bank Reserves,” Journal of the 
American Statistical Association, XXV (March, 1940), 32-36; Board of Governors of the 
Federal Reserve System, Annual Report (1945), pp. 7-8; Seltzer, “The Changed En- 
vironment of Monetary-Banking Policy,” American Economic Review, XXXVI (May, 
1946), 76-79; “Proposal for a Special Reserve Requirement against Demand and Time 
Deposits of Banks,” Federal Reserve Bulletin, XXXIV (January, 1948), 14-23 (this 
proposal was submitted by the Federal Reserve Board to the Committee on Banking 
and Currency of the House of Representatives in December, 1947) ; Monetary Policy 
and Management of the Public Debt, pp. 121-29, 477-89; E. A. Goldenweiser, American 
Monetary Policy (New York, 1951), pp. 61-63; A. G. Hart, Defense and the Dollar 
(New York, 1953), pp. 42-45, 86-89; E. Miller, “Monetary Policy in a Changing 
World,” Quarterly Journal of Economics, LXX (February, 1956), 27-28, 38-43; W. L. 


Smith, “On the Effectiveness of Monetary Policy,” American Economic Review, XLVI 
(September, 1956), 606; some additional references are provided below. 


3. M. G. de Chazeau, A. G. Hart, and others, Jobs and Markets (New York, 1946), 
p. 93. 


4. Hart restated this proposition in Income Stabilization for a Developing Democracy, 
ed. M. F. Millikan (New Haven, 1953), p. 322. 
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quirements must immobilize the bulk of bank-held government debt 
and (2), in light of this examination, to appraise the feasibility and 
the desirability of such requirements. In general, I find that the valid- 
ity of the proposition depends on the objective of the supplementary 
requirements and on the timing of their imposition; that, for the 
objective and timing assumed by most of the advocates of supple- 
mentary requirements, the proposition is valid; and that the imposi- 
tion of such requirements is not preferable to the application of 
existing tools of monetary policy. 


I. OBJECTIVES 


Supplementary security-reserve requirements may be directed at 
any of several objectives. One objective may be to assure the sol- 
vency of commercial banks by obliging them to hold some low-risk 
assets. Thus supplementary security-reserve requirements may be 
sought as a device for minimizing bank fa“‘ures.° 

A second objective may arise where the central bank is committed 
to peg interest rates on government securities and thus to permit 
monetization of government debt. In order to reduce the inflationary 
potential of bank holdings of governments without increasing cash- 
reserve requirements, supplementary security-reserve requirements 
may be instituted. Accordingly, with the dual aim that member 
banks both (1) reduce (or cease) movement out of governments into 
private debt and (2) be allowed a higher level of earnings than under 
increased cash-reserve requirements, supplementary security-reserve 
requirements may be favored.® 

A third objective may be to hold down the cost of servicing the 


5. E. C. Simmons, “Secondary Reserve Requirements for Banks,” American Economic 
Review, LXI (March, 1951), 135: “The adoption of a secondary reserve requirement 
would operate in the same direction as the old (commercial loan) theory of banking in 
that it would lead banks to hold low risk assets. A large portion of bank assets would 
not be affected, but a substantial gain would result from requiring banks to confine a 
large portion of their resources to low risk categories. Past experience with wholesale 
bank failures justifies obliging bank management to limit the choice of assets by means 
of a secondary reserve requirement.” 


6. The above-cited Federal Reserve Board proposal illustrates this point. In com- 
menting on it, the Board noted: “It has been suggested that the same result [as that to 
be attained by the special reserve measure] might be achieved by an increase in existing 
basic reserve requirements of banks. If this were done, however, banks would have to 
meet the increase by selling government securities which the Federal Reserve System 
would have to buy in order to supply the needed reserves. This would decrease the banks’ 
earning assets and their earnings, whereas the proposed special reserve measure would 
enable them to retain earning assets. The continued profitability of bank operations is 
essential if the banks are to meet their costs and build up adequate reserves while serving 
their communities constructively” (Federal Reserve Bulletin, pp. 18-19) ; see also L. H. 
Seltzer, “Control of Bank Portfolios as an Instrument of Monetary Control,” American 
Economic Review, XLII (May, 1952), 241-42. 
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national debt without committing the central bank to peg interest 
rates on government securities. The following situations must here 
be distinguished: (a) In an underdeveloped economy, supplementary 
requirements may be sought as a means of creating a market for 
government securities and thereby fostering the development policies 
being pursued by the government.‘ (6) In a wartime economy, 
supplementary requirements may be favored as a measure of war 
finance.* (c) In an advanced peacetime economy, supplementary re- 
quirements may be advocated as a device for insulating government 
securities, in whole or in part, from the impact of restrictive mone- 
tary policies on the private credit market.® 

Cognizance of the various objectives and situations outlined above 
indicates that there is no inherent inconsistency between favoring 
security-reserve requirements in a context relevant to one objective 
and opposing such requirements in a context relevant to a different 
objective. For example, it does not necsssarily follow that, because 
compulsory holding of government bonds was instituted (and sub- 
sequently retained for many years) under the National Banking Act 
during the Civil War or because the Federal Reserve Board advo- 
cated a security-reserve plan in the immediate postwar setting of 
pegged bond prices or because laws regulating the operations of state 
banks contain security-reserve requirements or because other coun- 
tries have instituted such requirements in recent years, the monetary 
authorities in the present-day United States should be more favor- 
ably inclined to follow suit. “Historical perspective,” which has been 
called for in a recent plea for their adoption in this country, certainly 


7. Contemporary security-reserve requirements in certain Asian and Latin-American 
countries illustrate this point (see Monetary Policy and Management of the Public Debt, 
pp. 172-73, 194, 516). The justification for the requirements is presumably the view that 
government deficits are more productive or more conducive to economic development 
than are private uses of the loanable funds involved. 


8. National security-reserve requirements adopted in the United States during the 
Civil War are an illustration. In subsequent years these requirements fostered the de- 
velopment of a market for United States government obligations (see C. R. Dewey, 
Financial History of the United States [New York, 1928], pp. 325-28; and C. W. Wright, 
Economic History of the United States [New York, 1948], pp. 442-43). It has, however, 
been claimed that American security-reserve requirements became a major factor in the 
inflexibiity of national bank currency to the needs of business and commercial agricul- 
ture in the thirty-five years following the Civil War (see P. Studenski and H. E. Kroos, 
Financial History of the United States [New York, 1952], pp. 178-79). 


9. Nearly all proposals of security-reserve requirements made in the United States since 
the Treasury—Federal Reserve “accord” apply to this situation. For a recent sketch of 
security-reserve requirements in contemporary western European countries see F. W. 
Leith-Ross, Orthodox Credit Control in Post-War Conditions (Rotterdam, 1957), pp. 
39 ff.; for a more comprehensive survey see P. G. Fousek, Foreign Central Banking: The 
Instruments of Monetary Policy (New York: Federal Reserve Bank of New York, 1957), 
pp. 57-68. 
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shows that “the newness of security reserve requirements is more 
apparent than real.” But historical perspective also shows that it 
may be misleading to infer from the existence of such requirements 
in one setting their desirability in a significantly different setting. 

The ensuing analysis is limited to supplementary security-reserve 
requirements with the objective of insulating bank-held government 
debt, in whole or in part, from the impact of restrictive monetary 
policies on the private credit market. Assuming that the required 
securities are non-marketable or of specially designated and limited 
marketable issues, the supplementary requirements have two facets: 
first, they enable the Treasury to hold down interest rates on the 
securities which banks must keep, and, second, the requirements 
enable the central bank to prevent switching by member banks from 
the immobilized securities. Thus, as an insulation technique, supple- 
mentary requirements are both a tool of debt management and an 
instrument of credit control. 

The context which we shall assume throughout is that of American 
central banking since the Treasury—Federal Reserve “accord.” An 
admittedly important element in this context is a maturity distribu- 
tion of government debt which involves relatively frequent and 
sizable refinancing operations by the Treasury." With such a ma- 
turity distribution, higher interest rates on outstanding governments 
may have substantial significance for the total cost of servicing gov- 
ernment debt. The quest for devices to hold down the interest burden 
of the Treasury may therefore be expected to continue for years to 
come. 

Two difficulties which any attempt to institute and maintain sup- 
plementary security-reserve requirements in the present setting is 
likely to encounter will not be treated here. The first is the question 
of applying the requirements to all commercial banks, including 
those not members of the Federal Reserve System. The second diffi- 
culty is that of extending the applicability of the requirements to 
other financial institutions (such as savings banks, savings and loan 
associations, and life insurance companies). These difficulties are set 
aside in this paper not because they may safely be regarded as negli- 
gible by comparison with those to be examined. On the contrary, if 
the security-reserve requirements were not extended to all financial 
institutions, those not subject to the requirements would be placed 


10. Miller, op. cit., p. 41. 


11. For example, in mid-1957, 45 per cent of total marketable government securities 
and 26 per cent of marketable government securities held by commercial banks were 
within one year of maturity (Federal Reserve Bulletin, XLIII [October, 1957], 1163). 


j 
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at a distinct competitive advantage.’* And to the extent that the 
supply of government securities to the open market by institutions 
subject to the requirements was curtailed, the exempt institutions 
would be induced to shift out of governments on a larger scale than 
otherwise. Nevertheless, it appears instructive to consider supple- 
mentary security-reserve requirements even apart from these “juris- 
dictional” obstacles. 


II. Trm1nc oF ImposITION 


In the discussion of security-reserve requirements aiming at com- 
plete or partial insulation of government debt from restrictive mone- 
tary policies, it is commonly taken for granted that the requirements 
would be imposed and possibly raised as part of a restrictive mone- 
tary policy. In other words, it is implicitly supposed that the im- 
position and possible increase of the requirements would be so timed 
as to take place when there existed excess demand in the mar- 
ket for private credit. While this is an entirely plausible assumption, 
it should be noted that requirements imposed in a period of an 
expansionary or neutral monetary policy could also be designed to 
provide at least partial insulation of bank-held government debt for 
subsequent periods of inflation. Accordingly, let us first consider the 
case of the imposition of requirements during a period of sizable 
inflationary pressures, and later turn to alternative cases. 

With reference to a given excess demand in the market for pri- 
vate credit, two components of a bank’s holdings of governments 
may be distinguished.** That part of its holdings which (in the ab- 
sence of supplementary requirements) a bank would unload in the 
open market and/or run off in seeking to shift into other earning 
assets may be termed its “extra-marginal” holdings. Correspondingly, 
that part of its holdings which (in the absence of supplementary 
requirements) the bank would retain may be termed its “‘intra- 
marginal” holdings. 

Supplementary security-reserve requirements which merely immo- 
bilized intra-marginal holdings would still necessitate open-market 
operations at the active margins where banks attempt to shift from 


12. Cf. New York Clearing House Association, The Federal Reserve Re-examined 
(New York, 1953), p. 110. 


13. In determining its asset structure, a commercial bank must constantly weigh its 
earnings position versus its liquidity position. At any one time, the average rate of re- 
turn on government securities is likely to be lower than the average rate of return on 
other earning assets. With a widening of the earnings differential due to excess de- 
mand in the private credit market, banks will tend to move out of governments into other 
earning assets up to the point where the disadvantage of a further reduction of liquidity 
is deemed to offset the advantage of a further rise in earnings. 
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governments to other earning assets.’* Further, with some securities 
newly immobilized by supplementary requirements, the banks’ in- 
centive to shift out of remaining governments would be increased for 
two reasons. 

In the first place, the newly imposed requirements are presumably 
designed to prevent interest rates on required reserve securities from 
rising: it is in this sense that the securities absorbed by the require- 
ments are “insulated” from the impact of restrictive monetary 
policies. Thus imposition of the supplementary requirements limits 
the rate of return on a certain proportion of banks’ earning assets to 
a lower level than in the absence of the requirements, implying a 
smaller bank income than otherwise. This increases the marginal 
utility of bank income, inducing banks to sacrifice liquidity to obtain 
additional earnings.’® 

In the second place, the needs of banks for liquid assets will to a 
greater extent be met by the reserves themselves with a higher total 
reserve requirement (primary plus supplementary combined) than 
with a lower one. This reduces the marginal utility of the moneyness 
of bank assets, also inducing banks to sacrifice liquidity to obtain 
additional earnings.’® 

Under conditions of a restrictive monetary policy, i.e., amid ex- 
cess demand in the market for private credit, banks are afforded 
ample opportunity to offset the constraint placed upon them by sup- 
plementary requirements that lock in only some portion of their 
intra-marginal holdings. The “income” effect and the “liquidity” 
effect of the imposition of the requirements jointly induce banks to 
switch out of freely disposable governments into loans on a larger 
scale than they would have in the absence of the newly imposed re- 
quirements. Thus, from the viewpoint of credit control, the imposi- 
tion of requirements which immobilize only a part of banks’ intra- 
marginal holdings will have a perverse impact: switching by banks 
from governments to loans will be stimulated rather than curtailed. 
And attempts by the monetary authorities to prevent the volume of 
bank loans from rising are likely to involve greater, rather than 
smaller, open-market operations than in the absence of the newly 
imposed requirements. 

Nor does it, under such circumstances, necessarily follow that 

14. R. V. Roosa, “Integrating Debt Management and Open Market Operations,” 
American Economic Review, XLII (May, 1952), 223. 


15. Cf. E. R. Rolph, “Principles of Debt Management,” American Economic Review 
XLVII (June, 1957), 319. 


16. Ibid. 
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imposition of the supplementary requirements will produce the in- 
tended result from the viewpoint of the interest burden of the Treas- 
ury. To be sure, yields on required reserve securities could be held 
constant or could even be reduced by decree. But, with increased 
unloading by banks of freely disposable governments, successful re- 
financing of these securities would necessitate their carrying higher 
interest rates than otherwise. The precise net effect of imposition of 
the supplementary requirements on the Treasury’s interest burden 
would depend on the height of the requirements, the types of govern- 
ments they absorb, the rates of return on reserve securities, and the 
size, composition, and yields of freely disposable governments con- 
ducive to successful refinancing by the Treasury. 

On the other hand, if the supplementary requirements absorb their 
entire intra-marginal holdings, banks will be unable to unload and/or 
run off more governments than they would have anyway. In this 
instance, it necessarily follows that the requirements will have the 
desired effect on the interest burden of the Treasury: yields on ab- 
sorbed securities can be kept constant, while banks are prevented 
from reducing their holdings any more than they would have in any 
event. 

The years 1955 and 1956 may serve as illustrations of the approxi- 
mate magnitude of extra-marginal holdings. Between December 31, 
1954, and December 31, 1955, member banks reduced their holdings 
of governments by 12.3 per cent; between the latter date and De- 
cember 31, 1956, the reduction was by 6.0 per cent.’* The year 1955 
was characterized by recovery from a mild recession rather than by 
conditions associated with a restrictive monetary policy; thus the 
figure of 12.3 per cent is probably an overstatement of extra-marginal 
holdings in a period of tight money. But even if intra-marginal hold- 
ings account for as little as 90 per cent of aggregate member-bank 
holdings of governments, it seems appropriate to regard them as 
constituting the “bulk” of such holdings. 

Let us now turn to the less likely case of imposition of the supple- 
mentary requirements at a time of expansionary monetary policy. 
In this instance, the requirements need not absorb the bulk of bank- 
held government debt in order to be effective from the viewpoint of 
either credit policy or debt management. The inducement for banks 
to switch from freely disposable governments to loans will be dras- 
tically limited by the implied deficiency of demand in the private 
credit market. To the extent that banks do engage in such switching, 


17. Federal Reserve Bulletin, October, 1957, p. 1149. 
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the central bank will readily encourage it by means of open-market 
purchases: such purchases harmonize with an expansionary policy. 
Such purchases also imply smaller Treasury interest payments to the 
private sector than otherwise. 

Finally, we may take up the case of a neutral monetary policy: 
high-level employment without strong inflationary pressures. Here, 
in response to newly imposed supplementary requirements which do 
not absorb the bulk of bank-held government debt, the incentive for 
banks to shift from freely disposable governments to loans is pre- 
sumably limited by the absence of significant excess demand in 
the private credit market. The precise magnitude of such shifting 
will depend on the rates of return on reserve securities as compared 
to rates on governments prior to the imposition of the requirements. 

In sum, unless they absorb the bulk of bank-held government debt, 
supplementary security-reserve requirements imposed in a period of 
restrictive monetary policy will produce a perverse impact from the 
viewpoint of credit control and will not necessarily serve their de- 
sired objective from the viewpoint of debt management. These ad- 
verse consequences may be avoided (or reduced) by imposition of 
the requirements in a period of expansionary (or neutral) monetary 
policy. 


III. StRUCTURE 


In assessing the feasibility of supplementary security-reserve re- 
quirements directed at the insulation objective, it is necessary to 
consider not only the timing aspect but also the structural aspect of 
such requirements, i.e., the method of determining the height of re- 
quired supplementary reserve ratios for different banks. Assuming 
that there exist significant differences in the relative size and com- 
position of different banks’ holdings of governments, it must be 
decided whether (a) the supplementary reserve ratios should be uni- 
form and sufficiently low to permit swift compliance with the re- 
quirements by the great majority of banks; (6) the height of the 
ratios should be different for different banks, depending on relative 
size and composition of their holdings of governments; (c) the height 
of the ratio should be uniform and determined without regard to 
differences in holdings of the separate banks; or (d) some compro- 
mise of the preceding approaches should be adopted. Approach a will 
seriously limit the usefulness of the requirements; 5 will necessitate 
significantly different supplementary reserve ratios for different 
banks—a move in the opposite direction from that of recent thinking 
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and suggestions with regard to member-bank cash-reserve require- 
ments;** ¢ will entail wholesale changes in the structure of earning 
assets of different banks; and d may so complicate the structure of 
reserve requirements as to render the whole scheme impracticable 
and inferior to direct regulation of member-bank lending activity. 
Thus much depends on the extent of diversity in the different banks’ 
holdings of governments. 

A recent breakdown of member banks by classes indicates that the 
ratio of governments to total assets varied from 19.1 per cent for 
central reserve city banks in New York to 32.8 per cent for all coun- 
try banks.*® Lest one hasten to conclude that supplementary security- 
reserve requirements could conveniently be patterned after the 
present structure of cash-reserve requirements, the following addi- 
tional data should be noted. 

A recent geographical breakdown of all member banks shows that 
the ratio of governments to total assets ranged from 21.8 per cent 
for member banks in the New York Federal Reserve district to 33.9 
per cent for the Chicago district.” A geographical breakdown of all 
Reserve city member banks indicates a range of the same ratio from 
16.0 per cent in the Philadelphia district to 35.0 per cent in the 
Chicago district.” 

A breakdown of all insured commercial banks by size group shows 
that, whereas certificates of indebtedness constituted 13.1 per cent 
of total holdings of governments in banks of smallest size, that ratio 
was 5.8 per cent in banks of next to the largest size.?* While the ratio 
of marketable bonds maturing after five years to total holdings of 
governments was 21.5 per cent in banks of the smallest size, it was 
44.7 per cent in banks of the largest size.** 

With regard to the imposition and possible increase in supple- 
mentary security-reserve requirements as part of an anti-inflationary 
monetary policy, the foregoing statistical illustrations are quite sug- 
gestive. Supplementary security-reserve requirements sufficiently 
high to absorb the bulk of governments in the possession of banks 
in one section of the country may prove grossly inadequate for other 

18. For a review of such thinking and suggestions see Federal Reserve Bank of New 
York, Bank Reserves (New York, 1951), pp. 5-10; and Economic Policy Commission, 


American Bankers Association, Member Bank Reserve Requirements (New York, 1957), 
pp. 74-98. 


19. Federal Reserve Bulletin, XLIII (June, 1957), 715. 
20. Ibid., p. 716. 21. Ibid., p. 717. 


22. Federal Deposit Insurance Corporation, Annual Report for the Year Ended De- 
cember 31, 1954 (Washington, 1955), p. 72. 


23. Ibid. 
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sections. Alternatively, requirements which will immobilize the bulk 
of governments held by banks in one region may be excessively high 
for other regions. In the former instance, sizable intra-marginal 
holdings may be left freely disposable in certain areas. In the latter 
instance, banks in some regions may have to liquidate private loans 
and investments in large proportions, with resulting credit stringency 
and substantal changes in the role of such banks in the communities 
they serve. 

If the height of the supplementary requirements were made to 
reflect regional differences in the relative importance of government 
security holdings, it would be found that this course would not over- 
come the uneven distribution of governments in other important 
respects. As previously noted, marketable bonds maturing in more 
than five years were of substantially greater importance for banks of 
large size than for those of small. In order to avert large-scale run- 
offs of shorter-term securities, which were relatively more important 
in small-sized banks, it would seem appropriate to gear reserve re- 
quirements to size group as well as to regional location. But this 
would lead to requirements which would absorb a higher proportion 
of the smaller banks’ holdings than of the larger. An interesting by- 
product of this approach would be a greater reduction in the latitude 
of choice and in the earnings potential of smaller than of larger 
banks. It appears doubtful that either the Federal Reserve or the 
Treasury would deliberately seek to enforce a structure of reserve 
requirements to the clear disadvantage of smaller banks. 

One possible way out of this dilemma may be to set the supple- 
mentary requirements with reference to the magnitude and compo- 
sition of holdings on a given date or over a given period in the recent 
past. It should be obvious, however, that this approach will lead to 
widely different supplementary requirements for different banks. 
Once so drastic a departure from commonly accepted notions of a 
proper structure of reserve requirements is advocated in the name 
of credit control, the logical conclusion would be to regulate the 
volume of member-bank lending directly,* rather than indirectly, 
by means of centralized control of the volume of banks’ holdings of 
governments. The direct approach would avoid the perverse impact 
effect of supplementary requirements which immobilized only a part 
of intra-marginal holdings; in addition, it would prevent possible 
switching into loans from state and local government securities as 
well as from United States government obligations. 


24. For a suggested scheme see M. Bronfenbrenner, “A Loan Ratio for Inflation Con- 
trol,” Journal of Political Economy, LIX (October, 1951), 420-33. 
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IV. DEsIRABILITY 


It is commonly acknowledged that, with respect to administrative 
flexibility and speed of adjustment to changing circumstances, mone- 
tary policy is superior to fiscal policy.** This superiority is of par- 
ticular importance in counteracting inflationary pressures, for it is 
largely as an anti-inflationary force that the potency of monetary 
policy is emphasized. But the different existing tools of central bank- 
ing do not appear to have contributed equally to the high adaptability 
of short-term monetary policy. In the case of variation of cash- 
reserve requirements, it has been stated by the Federal Reserve that 
. .. experience with the reserve requirement instrument up to the present time has 
shown it to be inherently less flexible than the discount and open market instru- 
ments, at least under conditions where restraint on credit expansion is desirable, 
and therefore this instrument has tended to be used less to meet short-run changes 
in credit conditions and more to make adjustments to unusual and large changes in 
bank reserve positions brought about by special conditions. This inflexibility has 
resulted principally from the fact that a change in reserve requirements immediate- 
ly and directly affects every member bank, or at least every member bank in one or 
more of the three reserve classifications (central reserve city, reserve city and 
country banks). No account can be taken of the situation of individual banks, no 
matter how much they may merit exceptions. To avoid unnecessary hardships so 
far as possible, exhaustive studies or time-consuming tests have usually been made 
before increasing reserve requirements. The delay itself has tended to weaken the 
effectiveness of the action eventually taken.?® 


The suggestion that security-reserve requirements should be varied 
with about the same frequency as the Federal Reserve banks’ dis- 
count rate?’ (which was increased four times in 1955) could hardly 
seem plausible to a monetary authority not seeking to reduce its 


own adaptability to changing conditions. To the studies, investiga- 


tions, tests, deliberations, considerations of equity and of relative 
competitive position which would necessarily surround every change 
in security-reserve requirements must be added the prospect of per- 
verse impact of increases in the requirements in periods of restrictive 
monetary policy. The case against short-term variation of supple- 
mentary requirements is indeed overwhelming. 

But there remains the question whether it would not be desirable 
to institute supplementary security-reserve requirements which 
would be subject only to infrequent variation. Such requirements 

25. See, for example, Smith, op. cit., p. 605; J. G. Maxwell, Fiscal Policy (New York, 


1955), pp. 19-22; K. E. Poole, Public Finance and Economic Welfare (New York, 1956), 
pp. 430-33. 


26. Monetary Policy and Management of the Public Debt, pp. 465-66. 
27. Miller, op. cit., p. 40. 
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could permanently, or for relatively long periods, immunize the 
securities they absorbed from open-market influences. Thus such re- 
quirements would be rather similar to higher cash-reserve require- 
ments, the one significant difference being that security reserves 
would yield their holder a positive rate of return, whereas cash- 
reserve requirements presumably would not. This point of difference 
implies that, in terms of the burden of servicing government debt, 
the imposition of higher cash-reserve requirements is preferable to 
the imposition of supplementary security-reserve requirements; for 
interest on reserve securities would be paid by the government to 
private institutions and would, therefore, affect the economy’s tax 
burden. On the other hand, interest on securities acquired by the 
Federal Reserve (in accommodating the high cash requirements of 
banks) would largely revert to the Treasury without affecting the 
economy’s tax burden.”® 

The possibility of higher cash-reserve requirements as an alter- 
native to security-reserve requirements assumes special significance, 
once a fundamental issue which underlies the insulation objective is 
made explicit. The issue is whether the monetary authorities should 
be equipped with an instrument whose application would, in effect, 
constitute a deviation from the principle on which the existing sepa- 
ration of Treasury from central bank rests. According to this prin- 
ciple, the Treasury should not be permitted to borrow funds on 
terms to be subject to its dictation alone. Instead, the Treasury 
should generally be faced with the necessity to bid for funds outside 
the central bank in competition with other borrowers. Consequently, 
yields on government securities are not to be disconnected from the 
market mechanism that sets interest rates. Insofar as the suggestion 
of supplementary security-reserve requirements seeks to break the 
connection between yields on national debt and the credit-market 
mechanism, it abandons the principle on which the existing separa- 
tion of Treasury from central bank is founded. 

In defense of this principle, it has been suggested that consoli- 
dation of the fiscal and central banking powers in the Treasury may 
lead to excessive reliance on creation of money and to the avoidance 
of appropriate fiscal policies when these consist of increased taxation 


28. Approximately 90 per cent of the Federal Reserve banks’ annual net earnings after 
payment of dividends to member banks are now being paid over to the Treasury. In 1956, 
for example, Federal Reserve banks’ net earnings after payment of dividends were $455.5 
million. Of this amount, $401.5 million (or 88 per cent) was paid over to the Treasury 


(under the label “interest on Federal Reserve notes”) (Federal Reserve Bulletin, XLIV 
[February, 1957], 210). 
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or reduced government expenditures or both.” There are, of course, 
cogent arguments against the principle underlying the separation of 
Treasury from central bank, but their acceptance would do little to 
strengthen the case for supplementary security-reserve requirements, 
For, once it is granted that the Treasury should generally do its 
borrowing at the central bank, the proposal of supplementary re- 
quirements as an insulation device becomes irrelevant. With the 
Treasury borrowing directly from the central bank, such borrowing 
would in any event be insulated from the open market.*° 

It may be contended that supplementary security-reserve require- 
ments are desirable as a halfway station to complete consolidation 
of fiscal and money-creating powers in the Treasury. However, those 
so contending should be quick to recall that, from the viewpoint of 
the Treasury’s interest burden, the alternative of higher cash-reserve 
requirements is preferable to supplementary security-reserve re- 
quirements. 


V. CoNcCLUSIONS 


Supplementary security-reserve requirements may serve any one 
of several objectives. This paper has been limited to the considera- 
tion of requirements intended to insulate bank-held government 
securities, in whole or in part, from the impact of restrictive mone- 
tary policies on the private credit market. 

If such requirements are to be imposed as part of a restrictive 
monetary policy, i.e., at a time of excess demand in the private 


29. G. L. Bach, Federal Reserve Policy Making (New York, 1950), p. 212. An illus- 
tration of this point is afforded by postwar experience with security-reserve requirements 
in Belgium. “The Belgian ‘Banks with great circulation’ are forced by law to invest more 
than 60% of their short-term deposits in Treasury Certificates. In 1946, when this sys- 
tem was introduced, it helped to block the floating debt. Since then the deposits have 
more than doubled so that the possibility for the government to issue promissory notes 
has increased proportionately. If the Treasury spends the money and brings it into cir- 
culation it increases the deposits again, and so on. 

“Thus the private sector of the economy is deprived of the possibility to have recourse 
to the banks for part of their financial needs by the latter’s inability to lend. But a great 
deal of the monetary improvement, attained by this procedure, is lost again by the fact 
that the government is supplied with easy money and consequently with a windfall op- 
portunity to spend more. One cannot drive the economy with one foot on the accelerator 
of public expenditure and the other on the brake of credit restrictions” (Leith-Ross, op. 
cit., p. 18; cf. also Fousek, op. cit., p. 68). 


30. It is interesting that the two economists who have proposed direct borrowing by 
the Treasury from the Federal Reserve as a permanent arrangement have also stipulated 
that the Federal Reserve be permitted to deal in its own securities vis-A-vis the banks as 
well as the public (Bach, op. cit., pp. 219-30, and Hart, Defense and the Dollar, pp. 183- 
85). Thus not even those in favor of the most thoroughgoing technique of insulating 
Treasury debt from the private economy have recommended that member banks be vir- 
— barred from participation in open-market activity during periods of monetary 
tightness. 
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credit market, they must absorb the bulk of bank-held government 
debt. Otherwise, the requirements will produce a perverse impact 
from the viewpoint of credit control and may not have the intended 
result from the viewpoint of debt management. 

Statistical evidence regarding the pattern of bank holdings of 
government securities and Federal Reserve experience with varia- 
tions in cash-reserve requirements suggest the undesirability, as well 
as the unfeasibility, of applying supplementary security-reserve re- 
quirements as a short-term policy tool. On the other hand, if their 
imposition and possible increase occurred in the context of expan- 
sionary or neutral monetary policy, requirements which absorbed 
a portion of bank-held government debt could make a contribution 
to holding down the interest burden of the Treasury in subsequent 
periods of restrictive monetary policy. 

The use of supplementary security-reserve requirements as an 
insulation device implies deviation from the principle underlying 
the existing separation of Treasury from central bank. Even if one 
favors movement in the direction of ultimate abandonment of this 
principle, it does not follow that supplementary security-reserve re- 
quirements which would be subject only to infrequent or rare varia- 
tions, i.e., which would be feasible, would therefore be desirable. 
The question of desirability presumably reduces to a choice between 
supplementary security-reserve requirements, on the one hand, and 
higher cash-reserve requirements, on the other. Higher cash-reserve 
requirements not only avoid the appearance of forced lending by 
certain private institutions to the Treasury, but also make possible 
a greater reduction in the interest burden of government debt than 
that afforded by comparable supplementary security-reserve re- 
quirements. 
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ISRAEL’S SURVEY OF CONSUMER FINANCES 


Morpecual E. 
Michigan State University 


I. INTRODUCTION 


IN RECENT YEARS there has been increasing recognition of the use- 
fulness of cross-sectional data for the formulation of government 
economic planning and policies. Partly as a result of this recognition, 
consumer surveys were undertaken not only in well-developed coun- 
tries such as the United States,’ Great Britain,? and Sweden but also 
in relatively underdeveloped countries such as Puerto Rico, Ceylon; 
and Israel. These studies vary considerably in scope and purpose, 
but they are all useful in supplementing aggregative data and in 
providing insight into forces operating in the economy. 

The main purpose of the Israeli survey was to collect data on the 
distribution of income and saving for government and private uses. 
In addition, it yielded information on the disposition of income 
between consumption and saving, on the distribution of consumer 
spending among food, clothing, and durable goods, on the compo- 
sition of private savings, and on the rate of saving out of windfall 
income. 

The survey was conducted early in 1955 (for data pertaining to 
1954) by the Israeli Institute for Applied Social Research.* It in- 
cluded interviews with 2,452 families, representing the non-institu- 
tional, non-agricultural Jewish population in Israel. Major results 
were published in two journal articles, one of which has been trans- 
lated into English,® while additional findings as well as methodo- 
logical discussion are available in unpublished reports in Hebrew. 

1. Conducted annually by the Survey Research Center, University of Michigan, for 


the Board of Governors of the Federal Reserve System; results are published in the 
Federal Reserve Bulletin. 


2. See H. F. Lydall, British Income and Saving (Oxford: Basil Blackwell, 1955). Ad- 
ditional data were published in various issues of the Bulletin of the Oxford Institute of 
Statistics. 

3. See M. G. Reid, “Survey of Ceylon’s Consumer Finances,” American Economic Re- 
view, XLVI, No. 5 (December, 1956), 956-64. 

4. Financed partly by the Ministry of Finance and partly by the Central Bank, the 
study was directed by Mr. Moshe Sandberg, of the Institute’s staff. 

5. The universe sampled constituted 80 per cent of the Jewish population in the coun- 
try. 

6. See Moshe Sandberg, “Income Distribution and Its Influence on Savings and Con- 
sumption,” Economic Quarterly (Hebrew) (Tel-Aviv), March, 1955, pp. 225-38; and 


“Gross Personal Saving in 1954,” Bank of Israel Survey (Hebrew and English), No. 5 
(1957), pp. 56-86. 
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II. Major RESULTS 


In studying income distribution and its relation to saving, three 
concepts of income were used: (1) economic income, defined as re- 
muneration to factors of production for productive services; (2) 
personal income, consisting of economic income plus transfer pay- 
ments; and (3) disposable income, which is personal income minus 
estimated income tax liability. By using these three concepts it is 
possible to examine the effects of both transfer payments and taxes 
on the distribution of income. As illustrated in Chart I, it is pri- 


CHART I* 
DISTRIBUTION OF FAMILY INCOME IN ISRAEL, 1954 
100; 


60 DISPOSABLE 
INCOME 


PERSONAL 
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ECONOMIC 
INCOME 


INCOME SHARES (PERCENT) 


INCOME DECILES 


* Source: Based on M. Sandberg, “Income Distribution and Its Influence on Saving and Consumption,” 
Economic Quarterly (Hebrew), March, 1955, Table 3, p. 231. 


marily the progressive income tax which equalizes the distribution 
of economic income. The equalizing effect of transfer payments, on 
the other hand, is rather limited. These payments include gifts from 
abroad received largely by middle- and high-income families, and 
cannot be viewed solely as part of the social welfare program. 

In comparison with such Western countries as the United States, 
Sweden, the Netherlands, and Great Britain, Israel, has a relatively 
equal distribution of personal income (Chart II)." In part, this is 
a reflection of the general equalitarian philosophy of the Israeli gov- 
ernment on which the system of remuneration in most public insti- 
tutions is based. Salary scales in these institutions are determined 
both by size of family and by job responsibilities. It should be noted, 


7. A Lorenz curve representing income distribution in Great Britain would fall between 
those of Sweden and the United States. 
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however, that the distribution of per capita income is much less 
equal than that of family income. 

Income distributions among socioeconomic groups in the popula- 
tion also show a high level of equality. Mean economic income of 
employers who employ over three workers amounts to I£4,000,* com- 
pared to some I£2,000 for employees, and I£3,500 for members of 
co-operatives. Similarly, professional income averages I£3,700 an- 
nually, compared to [£2,000 for skilled workers. Population groups 


CHART II* 


DISTRIBUTION OF PERSONAL INCOME IN SWEDEN (1954), THE NETHERLANDS (1950), 
Unirtep States (1954), AND IsraEL (1954) 
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* Source: Israel, Sandberg, op. cit.; United States, Survey of Consumer Finances (University of Michi- 
gan, 1955); Sweden and the Netherlands, 1956 Economic Survey of Europe (Geneva: United Nations, 
1957), chap. ix, pp. 5, 6. 


earning above-average income are residents of the three major cities 
(Tel-Aviv, Jerusalem, and Haifa), people aged twenty-five to fifty- 
five, and those who immigrated to Israel before 1948. Groups earn- 
ing below-average income include newly arrived immigrants, people 
with low levels of formal education (i.e. completed less than five 
grades of elementary school), and those aged below twenty-five or 
above sixty-four. 

The survey also yielded data on income levels attained by families 
of different countries of origin. Israeli residents born in North 
America are highest on the income scale (averaging 1£4,300 annual- 
ly); next are residents of European origin; last on the income scale 


8. The official exchange value of the Israeli pound is 56¢. This rate, however, is arti- 
ficially maintained by a complicated system of exchange control, premiums, and subsidies. 
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are immigrants from Near Eastern countries. The number of cases 
on which some of these estimates are based is small, but they bear 
out a relationship which could be expected. It is to be regretted, 
however, that the data were not subjected to multivariate analysis, 
as some of the above-mentioned differences may be accounted for by 
differences in other variables, such as education. Many of the fami- 
lies of western European or American origin are headed by college- 
trained individuals, and such people earn above-average incomes. 
Economic discussion in Israel reflects concern over the impact of 
the relatively equal income distribution on incentives to work and 


TABLE 1* 


RELATION OF INCOME DISTRIBUTION TO SAVINGS AND 
DURABLE-GOODS EXPENDITURES IN ISRAEL, 1954 


Per CENT oF 
PERSONAL INCOME 


PERCENTAGE DISTRIBUTION OF Spent on 

Persona INCOME Private Durable-Goods Durable 

DEcILE Savings Expenditures Saved Goods 
—16 1 —20 2 
re —13 3 —10 3 
—7 3 —4 2 
Se —A4 5 —2 3 
1 7 0 3 
EERE 3 9 1 4 
ere 8 11 3 5 
ee 16 14 5 5 
| Se 35 18 8 5 
eee 79 29 13 6 
groups..... 100 100 4 4 


* Source: M. Sandberg, *‘Income Distribution and Its Iniluence on Consumption and Sav- 
ings,” Economic Quarterly (Hebrew), March, 1955, Tables 6 and 7. 


save. It has been the claim of economists that the present system, 
while consistent with the social philosophy of the government, 
operates to the detriment of the economy. While the survey under 
review throws no empirical light on the presumed relationship be- 
tween income distribution and work incentives, it does study the 
relation of income distribution to saving.® This relation is presented 
in Table 1. 

It is evident from Table 1 that the percentage of income saved 
rises substantially as income increases. Half of the population dis- 
saved during 1954, while 80 per cent of the total personal saving in 
the country was done by the highest-income decile. The importance 


9. The concept of saving employed in the survey includes the following forms of sav- 
ings: reception and repayment of loans, changes in bank accounts, contractual savings, 
payments on life insurance, purchases and sales of real estate, changes in the holdings of 
securities, and investments in business enterprises. 
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of this relationship, from the viewpoint of economic policy, is the 
possible impact of income redistribution on the total amount of 
private saving. The director of the survey regards the data as empir- 
ical proof of the hypothesis that “less equal income distribution 
would bring forth a rise in savings.’”® 

While there may be strong prima facie support for that conclusion 
(and the data certainly do not contradict it), it is not adequately 
proved by the evidence presented in the present study. Conclusive 
evidence regarding the effect of income redistribution on saving can 
be provided only by the use of marginal propensity-to-save figures, 
whereas the data collected in the survey under consideration relate 
only to average propensities. In order to use those data for the 
examination of the problem at hand, the author explicitly assumes 
that consumers reaching a new income level will immediately adopt 
the economic behavior characteristic of that income bracket. But 
this assumption largely assumes the problem away."* While the rela- 
tionship in Table 1 is in itself revealing, it cannot be used to support 
a policy recommendation unless supplemented by additional infor- 
mation.'* 

Expenditures on durable goods as a per cent of total income also 
rise with increases in income (Table 1). Here again, however, it is to 
be regretted that the data were not subjected to multivariate analy- 
sis. Such an analysis was undertaken in the United States by James 
N. Morgan, of the Survey Research Center, University of Michigan, 
using data from the Michigan Survey of Consumer Finances. These 
data show a decline in the proportion of income spent on cars, dura- 
bles, and additions and repairs to the home as income rises. But, 
after eliminating the effect of the life-cycle (a variable consisting of 
age, marital status, and number of children) by using residuals from 
cell means, Professor Morgan found that practically the same pro- 
portion of disposable income was spent on these items in all income 
brackets up to $7,500 (this finding was based on data from seven 
consecutive years). Beyond the $7,500 income mark, the proportion 
declines somewhat, but Professor Morgan suggests that it would re- 
main constant even at higher income levels if certain luxury items 
(such as speed boats) were included in the definition of durable 
goods. 

Table 2 compares the figures in Table 1 with similar data from the 

10. Sandberg, “Gross Personal Saving in 1954,” p. 75. 

11. This assumption is probably more realistic in the long run than in the short run. 

12. The author does not mean to take issue with the conclusion itself. It is almost cer- 
tain (on the basis of a priori reasoning) that less equal income distributions will produce 


additional saving. What is questioned is the evidence on which this policy recommenda- 
tion is based. 
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Michigan Surveys of Consumer Finances. To be sure, the data are 
not strictly comparable. First, the Michigan surveys did not collect 
savings statistics after 1950, and the available figures, therefore, re- 
late to 1948 and 1949. The impact of the 1949 recession is reflected 
in the large share of dissaving in the lower quintiles. Second, while 
the Israeli survey was conducted on a family basis, the interviewing 
unit used in the Michigan surveys is the spending unit.’* Third, there 
are some differences in the definition of durable goods used in the 
two surveys. And, fourth, in calculating the per cent of income spent 
and saved, personal income was used in Israel and disposable income 
in the United States. 

In spite of these qualifications, a comparison is useful. The pro- 
portion of income spent on durable goods rises with income in Israel 
but declines or remains almost constant in the United States. Simi- 
larly, the figures for Israel exhibit a somewhat higher concentration 
of durable-goods expenditures in the two highest-income quintiles 
than those for the United States. This is probably a result of a lower 
living standard in Israel, where most durable goods are considered 
luxuries. The distributions of total saving do not seem to differ radi- 
cally between the two countries, but the per cent of income saved 
varies more in the United States (from one income quintile to an- 
other) than in Israel. 

Special attention was given in the Israeli survey to the marginal 
propensity to save out of windfall (non-recurring) income. It ap- 
pears that the savings of families receiving large (above I£1,000) 
windfall incomes average 1£580 (estimate based on 88 cases) com- 
pared to a 1£96 average savings per family for the population as a 
whole.’* Moreover, data from the survey made it possible to com- 
pute “expected” average savings for various groups according to 
their income and then to analyze deviations from these expected 
values. This analysis led to the following conclusion: “At the same 
level of income, and even in the same family, the rate of saving out 
of the marginal pound will vary according to the category of margi- 
nal income. It will be greater if the marginal pound is an extraor- 
dinary receipt, and smaller if it represents current income.’ In 


13. A spending unit is a unit which makes spending decisions. It differs from a family 
primarily in that a family may contain one or more adults who manage their finances 
separately from the rest of the family and who are treated as separate spending units. 
For a detailed discussion of this and other concepts used in the Survey of Consumer 
Finances, see John B. Lansing, “Concepts Used in Surveys,” in Contributions of Survey 
Methods to Economics, ed. L. R. Klein (New York: Columbia University Press, 1954). 
' 4 M. Sandberg, “Gross Personal Savings in 1954,” Bank of Israel Survey, No. 5, 

able 6. 


15. Ibid., p. 82. 
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other words, the data demonstrate that consumer expenditures are 
adjusted faster to a regular rise in income than to windfall income. 
This conclusion is of special significance for Israel because of the 
large number of families receiving restitution payments from Ger- 
many. The marginal propensity to save out of these payments is 
probably very large.*® 

There appears to be a marked preference among Israelis for in- 
vesting their savings in real assets (particularly business and real 
estate) as against more liquid forms. This is shown in Table 3. 


TABLE 3* 
FORMS OF SAVINGS IN ISRAEL, 1954 


I£ Millions Per Cent 
I. Positive saving 


a) Net business investments................. 49.6 35 
b) Total change in liabilities incurred prior to 
c) Net investment in real estate.............. 36.1 25 
e) Total change in tenancy rights............ 3.3 3 
II. Forms of dissaving 
a) Total change in liabilities incurred in 1954. . 72.3 87 
b) Net change in cash and deposits........... 8.7 10 
c) Net investments in securities.............. 2.6 3 
Gross personal savings. ................. 55.3 
* Source: M. Sandberg, ‘‘Gross Personal Saving in 1954,” Bank of Israel Survey, No. 5 
(1957), p. 63. 


t Payments of debt incurred before January 1, 1954 (1£1.6 million) minus receipts on 
loans extended prior to that date (I1£1.6 million). 


t Loans received by families during 1954 (I£76.2 million) minus ioans extended by families 
during 1954 (1£3.9 million). 

Lack of confidence in the Israeli currency, arising out of the per- 
sistent inflation, is reflected in Table 3 in more ways than one. First, 
families are prepared to incur large-scale financial obligations; 
second, it appears to have been difficult to obtain long-term loans, 
and families are compelled to pay large amounts for the redemption 
of old loans; and, third, except for contractual savings (which do 
not necessitate explicit saving decisions), investments in real assets 
are the only sizable items of positive saving. Of the 1£49.6 million of 
business investments, 60 per cent was plowing back of profits, while 
40 per cent involved specific decisions on the part of families to in- 
vest in new businesses (new as far as the family is concerned) or to 
consolidate old ones. 


16. This may be a short-run phenomenon. Given time, much of these savings may be 
spent on durable goods. 
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With respect to the forms in which savings are held, Israel seems 
to fit the description of underdeveloped countries advanced by Pro- 
fessor Simon Kuznets.’* The low level of capital formation in such 
countries is a function not only of a low level of savings but also of 
inefficient channeling into productive investments of whatever net 
savings the economy generates. Underdeveloped countries lack the 
institutional and political framework for guiding the small amount 
of net savings by individuals into capital formation. The substantial 
savings of the upper-income groups may go in part into financing 
current expenditures of low-income families, who borrow funds or 
sell assets in order to supplement their income. The remainder may 
be invested in real estate or in a family-type business enterprise or 
used to secure foreign claims. 

“Net change in cash [restricted to cash holdings for the purpose of 
saving] and deposits,” presented in Table 3, is an extremely delicate 
item to handle in surveys. This was demonstrated by the difficulty 
encountered by the Survey Research Center’® in gathering similar 
information. No check was made on the reliability of this item in the 
Israeli survey. We know only that the refusal rate was 4 per cent; 
that 58 per cent of the respondents never possessed such assets; that 
14 per cent diminished and 11 per cent increased their holdings; and 
that, for 13 per cent of the families, holdings remained unchanged. 
While these distributions may be fairly reliable, one may doubt the 
validity of the aggregate figures presented in the table. It is well 
known that, especially with regard to saving statistics, survey data 
can be used only for distribution purposes. Blowing them up into 
aggregates and deriving inferences from these aggregates (as Sand- 
berg seems to do in his article on gross personal saving) do not con- 
stitute a satisfactory procedure. While the order of magnitude of 
such aggregates may not be too far off, they cannot be regarded as 
very precise. 

The rate of saving out of given income varies considerably among 
socioeconomic groups. High rates of saving are found among mem- 
bers of co-operatives, agriculturalists, and transport workers, fami- 
lies who do not reside in the major cities, families headed by a per- 
son of under thirty-four or fifty-five to sixty-four years of age, and 
small families. Low rates of saving are found among unskilled labor, 
sales employees, residents of the major cities, and large families with 
head aged forty-five to fifty-four. Duration of residence in Israel, 

17. Simon Kuznets, Wilbert E. Moore, and Joseph J. Spengler, Economic Growth, 


Brazil, India, Japan (Durham, N.C.: Duke University Press, 1955), pp. 25-56. 
18. University of Michigan. 
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country of origin, and educational level show no relation to saving 
rate. All these findings, however, are based on univariate, rather 
than multivariate, analysis. 

Differences in the investment preference of various income groups 
indicate the possible existence, in individual families, of the follow- 
ing scale of investment priorities: 

Families tend to provide themselves in the first instance with appropriate hous- 
ing. They save and invest the monies accrued in the course of time accordingly. 
In order to achieve their objective, they are prepared to enter into various liabili- 
ties with the intention of redeeming them in the future. After having assured them- 
selves of proper housing, they continue to strive for an improvement of their 
housing conditions. Only after having satisfied these desires, they look for new 
ways of investing their accumulated savings. At this stage they tend to invest in 
business or to lend money, and in order to be able to make use of opportunities 
they may encounter in connection with such forms of saving, they prefer to main- 
tain the liquidity of their savings. Some of these are therefore deposited in bank 
accounts. The most interesting fact about this scale of priorities is that invest- 
ments in securities are absent from it. Indeed it is just the high income earners who 
evince the least interest in investments of this kind. In the total of changes in se- 
curities, which is a negative item, the share of the highest income group is as high 
as 53 per cent.1® 


III. METHODOLOGY 


In solving their methodological problems in the areas of question- 
naire design and field techniques, the planners of the Israeli survey 
relied heavily on methods developed at the Survey Research Center, 
University of Michigan. The questionnaire started with certain demo- 
graphic questions and continued with questions designed to collect 
attitudinal information. In addition to yielding essential data, these 
latter questions helped to establish rapport between the interviewer 
and the respondent. The last two sections of the questionnaire, de- 


_ voted to family expenditures and family income, were specifically 


designed to minimize memory errors (working backward from the 
time of interview, classifying expenditures into “regular” and “spe- 
cial,” and inquiring about each member of the family separately) 
with many cross-checks built into them. 

The study used the family as an interviewing unit, and the sample 
was stratified on the basis of grocery stores to which the families 
were attached for receiving food rations. This stratification rested 
on the presumption that similar economic groups were attached to 
the same store. By excluding the agricultural sector of the economy 
from the universe, the need to develop special methods for handling 
the co-operative settlements (Kibbutzim) was avoided. 

19. Bank of Israel Bulletin, August, 1957, p. 77. 
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Strict field procedures were enforced throughout the interviewing 
period. Because of the multiplicity of languages spoken in Israel, it 
was necessary to employ interviewers with diversified language 
backgrounds. On many occasions it was necessary to use interview- 
ers with the cultural background of the respondent (perhaps from 
the same country of origin) in order to inspire confidence and obtain 
information. In spite of these difficulties, an 86 per cent response 
rate was obtained. 

While a completely satisfactory check on the reliability of the 
data collected in the survey was not undertaken, they were compared 
with outside information whenever such information was available. 
Demographic distributions of the sample match fairly well with 
similar data from other sources. Moreover, by blowing up the survey 
income, the figure derived amounts to 98 per cent of the aggregate. 
Although comparison with aggregate statistics is not an adequate 
check on the validity of survey results,”° this match was probably a 
major factor in the government’s decision to finance a similar survey 
in 1958 (possibly with a small-scale reinterview study). 

Both the results of the survey and the manner in which it was 
conducted reflect credit on the planners and director and leave no 
doubt that the survey is in competent hands. Because cross-sectional 
data represent a valuable addition to economic statistics in Israel, 
the survey should be continued—but with sufficient funds to carry 
out a more elaborate analysis. 

20. The ideal check on the reliability of survey data is perhaps a comparison of in- 
dividual responses to data available on an individual basis from outside sources. Such 
methodological studies were initiated by the Survey Research Center, University of 
Michigan, and by National Analysts. In these studies, responses regarding car debt were 
checked against the records of the state registration office and against those of the finance 


companies. Similar studies will be undertaken in the future by university investigators 
under a grant recently made by the Ford Foundation. 
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LARGE MANUFACTURING CORPORATIONS AS SUP- 
PLIERS OF FUNDS TO THE UNITED STATES 
GOVERNMENT SECURITIES MARKET 


WILLIAM J. FRAZER, JR. 
University of Florida 


THIS ARTICLE REVIEWS the behavior of the government securities 
holdings of large manufacturing corporations’ in their relationship 
to other transactions in the unusual post-World War II period. Dur- 
ing this period there have been phases of expansion in business activ- 
ity interrupted by the recessions of 1949 and 1953-54, as well as 
some involuntary growth of inventories and stockpiling of steel in 
the early part of 1956. Since then the economy may be said to have 
undergone a sidewise movement, leading to another recession. Some 
general statements will be made about the distinguishable types of 
changes in government security holdings that emerge from that por- 
tion of the period for which data are available.” 

In the period from December 31, 1946, through 1955, the large - 
manufacturing corporations were net suppliers of $6.3 billion of funds 
to the United States government securities market. Although these 
corporations withdrew funds from the government securities market 
in 1952 and 1954, they were net suppliers during the other years of 
the period.* Moreover, in many years these corporations, largely 
through their purchases of government securities, have been signif- 
icant net suppliers of funds to the whole range of financial markets 
(including the money, credit, and capital markets). In 1955, for 
example, the two hundred large manufacturing corporations repre- 
sented in the Federal Reserve Board’s tabulation of sources and 
uses of corporate funds released $2.5 billion through the purchases 
of government securities and reduced their short-term bank borrow- 

1. These are the large manufacturing corporations represented in the Federal Reserve 
Board’s sources-and-uses-of-funds data (see Federal Reserve Bulletin, July, 1953, Au- 
gust, 1954, June, 1955, and June, 1956). Over the period covered, the number of corpora- 


tions comprising the series for large manufacturing corporations has been reduced from 
202 to 198 as a result of mergers. 


2. Data were published in June, 1956 (see Federal Reserve Bulletin, June, 1956, pp. 
586-88) . 


3. Data for non-financial corporations in general indicate that they also withdrew 
funds from this market in 1956 (see Table 4 below). The holdings of the large manufac- 
turing corporations are sufficiently large to determine the behavior of these data. 
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ing slightly, while withdrawing only $1.1 billion of funds through Net 


long-term bank borrowing and the issuance of securities (stocks, arou 

bonds, and mortgages). cash 

The tendency in the postwar years for large manufacturing corpo- issu 

rations to supply funds to the government securities market reverses has | 
what was once thought of as a normal pattern. Traditionally, these A 
firms were more frequently borrowers in the market for liquid funds. the 

~“ The development of large non-financial corporations as net lenders ance 


has affected the operations of the banking system as well as the inve 
government securities market itself. Purchases of government secu- 
rities by non-financial corporations tend, at times, to offset the pres- 
sure on short-term interest rates induced by the sale of these securi- 

_/ ties by the banking system. The large corporations may even be pur- 
chasing governments at the same time that banks are reducing their 
investments in order to obtain funds to expand their higher-yielding 
loans to smaller businesses which lack the same ease of access to the 
financial markets. For example, in 1950 such an event occurred. In 
that year the net flow of funds from the large manufacturing corpo- 
rations was $2.3 billion, a record amount. This was composed of net 
flows of $2.0 billion to the government securities market, $0.1 billion 
to the credit market, and $0.1 billion to the capital market. In the 
same year the net reduction in government securities in the port- 
folios of commercial banks (all insured commercial banks) was $4.8 
billion, and the non-financial corporations, other than the large 
manufacturing corporations represented in the Board’s tabulations. 
were net users of bank funds totaling $3.3 billion. 


UNITED STATES GOVERNMENT SECURITIES AND THE 
MANAGEMENT OF THE CAsH ACCOUNT 


The changes in government security holdings to be described are cou: 
best revealed against the background of money flows to and from bec 
the financial markets. These money flows may be said to center cor 


around the management of the cash account. side 

Financial-markets transactions are those involving the withdrawal fun 
or return of funds to the financial markets. This includes changes in Th 
government securities, bank borrowing, mortgages, bonds, stocks, and 


and other securities. Business transactions include changes in all tion 
other corporate (or sources-and-uses-of-funds) accounts other than tab! 
the cash account. This includes such accounts as net funds from am¢ 
operations, accrued federal income taxes, trade payables, receiv- the 
ables, inventories, plant and equipment, and other sources and uses. acct 
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Net changes in both categories of transactions may be said to center 
around the management of the cash account. When business has a 
cash deficit, it enters the financial markets as a borrower or as an 
issuer of securities, and funds flow from the markets. When business 
has a cash surplus, cash is returned to the financial markets. 

A sources-and-uses-of-funds statement may be made in terms of 
the accounts presented on corporate balance sheets. First, allow- 
ances must be made for adjustments such as those for revaluation of 
inventories and capital stock. Next, any positive change in the ac- 


TABLE 1* 


SOURCES AND USES OF FUNDS FOR LARGE 
MANUFACTURING CORPORATIONS, 1949 
(In Billions of Dollars) 


Payments Receipts 


(Uses) (Sources) 
Total business transactions 4.8 6.3 
Financial-markets transactions 
Government securities.......... 
Bank loans, short-term......... 0.2 
Bank loans, long-term.......... 0.1 ae 
Mortgages, bonds, other liabilities ... 0.1 
Total financial-market transactions 1.5 0.2 
Total payments and total receipts. . 3 6.5 


* Source: Board of Governors of the Federal Reserve System’s Com- 
posite Sources and Uses of Funds for Large Corporations. Details may 
add to totals because of rounding. 


counts over a period of time on the asset side of the balance sheet 
becomes a use of funds for that period, while negative changes be- 
come sources of funds. Also, any positive change on the liabilities 
side of the balance sheet over a period of time becomes a source of 
funds for that period, while negative changes become uses of funds. 
Thus, with emphasis on financial-markets transactions, a sources- 
and-uses-of-funds statement for the large manufacturing corpora- 
tions at. year-end 1949 would appear as presented in Table 1. The 
table shows a net release of funds from business transactions 
amounting to $1.5 billion in 1949. It shows a net return of funds to 
the financial markets totaling $1.3 billion and a reduction in the cash 
account of only $0.2 billion. It may be observed that the primary 
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form for returning cash to the financial markets was through the use 
of funds to purchase government securities. 

The series of transactions emphasized are shown in Chart I. The 
net flow of funds of large corporations to or from the financial mar- 
kets is shown by the broken line on the chart, while the net flow on 
business transaction is shown by the solid liae. In each case the line 
represents a release of funds to the cash account when above the 
zero axis and a withdrawal of cash when below the axis. Largely be- 
cause of the importance of internal corporate financing (derived 


CHART I 


FLow oF CasH ON BUSINESS AND ON FINANCIAL MARKETS TRANSACTIONS 
FOR LARGE MANUFACTURING CORPORATIONS 
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Source: Board of Governors of the Federal Reserve System’s Composite Sources and 
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from depreciation accruals and from retained earnings), the series 
only roughly reflect the inventory or short business cycles such as 
those characterizing the recessions of 1949 and 1953-54. Also, it 
should be noted that these two series are not mirror images of each 
other; they both revolve about the cash account, and their almost 
perfect inverse correlation reflects the relative stability of the cas 
holdings of large corporations in the post-World War II years. 
Finally, in order to isolate a particular form that the flow may take 
—the purchases or sale of United States governments—a third series 
on changes in holdings of governments is included in the chart.* 

It appears that the view is increasingly taking hold among these bad 
corporations that the return from expert management of the cash 
account is well worth the effort.® Further, as a result of this im- . 
proved management of the cash account, adjustments in cash needs_’ 
are primarily made by changes in the holdings of United States gov- 
ernment securities. There are, of course, some institutional patterns 
surrounding the management of the cash account that result in ex- 
ceptions to this generalization. A few corporations, for example, still 
persist in holding what are probably at times unnecessarily large 
idle balances. It may be noted, too, that large firms have become pro- 
gressively more important than small firms in the government securi- 
ties market. The proportion of government securities held by the 
large manufacturing corporations included in the sources-and-uses- 
of-funds data, as compared with those for all non-financial corpora- 
tions, increased from 20 per cent in 1946 to about 40 per cent at the 
end of 1955. These firms, over the same period, have accounted for 
about 18 per cent of the cash held by all non-financial corporations. 

The available evidence indicates a maturity distribution of United 
States government security holdings in the corporate portfolio com- 
patible with the role ascribed to these securities in this study. A 
Fortune survey of non-financial corporations indicated that about 
one-fourth of their holdings consisted of Treasury bills, and another 
fourth comprised additional Treasury issues maturing within six 
months, while about one-fifth had maturity dates of one to three 
years or more. The government securities portfolio of the 276 large 
corporations sampled is shown in Table 2 as of the end of 1955. 

It is probably safe to assume that the investment portfolio of the 

4. Under the Board’s classification, this series includes United States and Canadian 


government and state and municipal securities. It is estimated, however, that over 92 
per cent of the account represents United States government securities. 


5. See also Charles E. Silberman, “The Big Corporate Lenders,” Fortune, August, 
1956, pp. 111 ff. 
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corporations in the Fortune sample is representative of the holdings 
of the large manufacturing corporations presented in Chart I. At the 
end of 1955 the latter corporations held $9.5 billion of government 
securities—about 41 per cent of those held by all non-financial cor- 
porations and 80 per cent of the total held by the 276 corporations 
that responded to the Fortune survey. 

Changes in government security holdings of selected major manu- 
facturing groups comprising the sector of large manufacturing 
corporations are shown in Chart II. Those changes indicate that the 
holdings by the automobile, chemical, and iron and steel industries 
have generally moved in the same direction. 


TABLE 2* 


INVESTMENT PORTFOLIO OF 276 LARGE 
CORPORATIONS, END OF 1955 


Billions of Per 
Dollars Cent 
181-days to 1 year............... ye 21 
0.3 3 
Securities held under repurchase 
agreement (mostly governments) 0.6 6 
All other securities............... 0.9 8 


* Source: Forture, August, 1956. Details may not add to totals be- 
cause of rounding. 


Changes in the corporate income tax liabilities of the large manu- 
facturing corporations, as well as changes in their government secu- 
rity holdings, are shown in Chart III. These indicate that large 
drains on cash that are common to non-financial corporations gen- 
erally, such as net payments on corporate income tax liabilities, will 
at times be accompanied by a reduction in government security hold- 
ings. There is, of course, no sufficiently direct relationship between 
the holdings of government securities and income tax liabilities to in- 
dicate a causal relationship between the magnitude of the two ac- 
counts, as is sometimes inferred. 

The relationship between government security holdings and other 
assets may be examined by observing changes in the percentage of 
government security holdings comprising total assets. These per- 
centages and changes in them are shown in Table 3 for the years 


1947 through 1955. A constant percentage represents an increase 
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Source: Board of Governors of the Federal Reserve System’s Composite Sources and 
Uses of Funds. 
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in the holdings of governments, since total assets increased in all the 
years. An increase in the percentage represents a relatively larger 
growth in such holdings than in total assets. The increases occurred 
in the years of most rapid business expansion (1950 and 1955) and 
in years of inventory recession (1949 and 1953). Exceptions to this 
cyclical pattern occurred in 1952 and 1954, years of a decrease in 
the percentage. 

Excluding 1946, a year of transition to peacetime finance, and 
allowing for other special developments to be described subsequent- 


TABLE 3* 


GOVERNMENT SECURITIES AS PER- 
CENTAGE OF TOTAL ASSETS, 200 
LARGE MANUFACTURING CORPORA- 


TIONS 
Year Per Cent Change 
8 
0 
8 
+2 
10 
+2 
12 
0 
+1 
10 
+3 
12 


* Source: Board of Governors of the Federal Re- 
serve System, Federal Reserve Bulletins. 


- ly, a pattern of changes in the holdings of government securities ap- 
pears to emerge. When the rate of asset expansion is very rapid, as 
in 1951, internal financing is insufficient, and a large withdrawal of 
funds from the financial markets occurs. The initial phase of such 
expansion, however, may be accompanied by a continued increase in 
liquidity® and a flow of funds into the government securities market, 
as occurred in 1950 and 1955 when expansion was under way and 
large capital outlays were being planned. Also such an increase in 
liquidity as results from a flow of funds into the government securi- 
ties market will occur in recession phases, as in 1949 and 1953-54, 
although, admittedly, the recession reflected in Chart I for 1953-54 


6. Corporate liquidity may be measured by the ratio of cash plus government security 
holdings to total current liabilities. 
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is less clear because of the timing of the turning points, a lesser in- 
tensity of business expansion in the upturn, and the fact that only 
year-end data are available. 


SPECIAL DEVELOPMENTS AFFECTING TRANSACTIONS IN 
UNITED STATES GOVERNMENT SECURITIES 


Other special developments that sometimes limit the flow of 
corporate funds into the government securities market result from 
sources such as the following: (1) speculation in, or involuntary 
accumulation of, inventories; (2) income tax payments when the 
previous year’s income is exceptionally large relative to the current 
year’s income; and (3) changes in the differential between the cost’ 
of bank funds and the sacrificed income resulting from the sale of 
government securities. 

In 1952, such countervailing forces acted upon government secu- 
rity holdings. There was a speculative situation in inventories dur- 
ing the second half of the year following the mid-year steel strike’ 
and a reduction in accrued income tax liabilities for the 200 large 
manufacturing corporations of $1.2 billion, or 18 per cent. The re- 
duction in income tax liabilities was primarily the result of a rela- 
tively sharp contraction in the tax base (corporate profits) during 
the year. Profits before taxes in 1951 were at a record high of $11.9 
billion (a level not exceeded by these corporations until the boom 
year 1955) and declined 14 per cent to $10.2 billion in 1952. 

In 1954 there was an upward turning point in the inventory cycle. 
There was, in addition, a decline in corporate profits from $11.5 bil- 
lion in 1953 to $10.3 billion in 1954, accompanied by a reduction in 
accrued income tax liabilities of $1.4 billion in 1954, as well as a de- 
cline in the commercial loan rate, which lagged behind the rate on 
government securities.* There was, therefore, a net flow of funds out 
of the government securities market. The funds were used to finance 
part of the reduced income tax liabilities, as well as the retirement of 
higher-cost bank loans. Despite these changes, however, the forces 
nearly balanced out in such a way as to result in a reduction in gov- 
ernment security holdings of only $0.3 billion. 


7. See United States Monetary Policy: Recent Thinking and Experience (Washington, 
D.C.: Government Printing Office, 1954), pp. 248 and 246. 


8. The average bank rate on business loans of $200,000 and over for 19 principal cities 
declined from 3.57 per cent in the quarter ended December, 1953, to 3.37 per cent in the 
quarter ended June, 1954, a decline of only twenty basis-points, whereas the average of 
daily market rates on 3-month bills, 9-12-month government issues, and 3-5-year gov- 
ernment issues declined by 96, 85, and 43 basis-points, respectively, from December, 
1953, through June, 1954 (see Federal Reserve Bulletin). 
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It is possible to cite at least one separate example of the role of 
corporate holdings during a period of speculation or involuntary 
accumulation of inventories, by referring to semiannual data for the 
entire sector of non-financial corporations. In 1956 such a situation 
occurred in anticipation of the mid-year steel strike.* The data are 
presented in Table 4, which show a reduction in governments in the 
first half of 1956 of about the same magnitude as the change in fed- 
eral income tax liabilities. The reduction in governments in the com- 
parable period for the two preceding years was considerably smaller 
than the change in federal income tax liabilities. Consequently, the 
factor causing the special development in 1956 would appear to have 
been the unusual increase in inventories shown by the data. 


TABLE 4* 


CHANGES IN SELECTED CORPORATE ACCOUNTS 
FIRST HALF OF YEAR 
(In Billions of Dollars) 


Account 1954 1955 1956 
United States government securities. ... . —4.6 —0.5 —5.9 
Federal income tax liabilities........... —7.3 —3.4 —6.1 
Inventories. . . —1.2 '-1.4 +4.8 
Source: Securities and Fxchange Commission. 
CONCLUSIONS 


Annual changes in corporate holdings of government securities by 
industry groups reflect trends more accurately than do changes for a 
shorter period or for individual corporations. The annual figures are 
generally less affected by the temporary drains on cash that are 
peculiar to a single corporation. Such data were presented. In gen- 
eral, there are several distinguishable types of changes that emerge 
from these data, and they may be classified as cyclical and non- 
cyclical. 

The cyclical phases of longer duration are those in which hold- 
ings tend to increase, and this phenomenon creates a rising trend in 
the government security holdings of large non-financial corporations. 
These phases during which holdings are likely to increase are those 
of initial expansion in general business activity, such as 1950 and 
1955, and of inventory liquidation, such as 1949 and 1953. In the 
first instance the increase is likely to result partly from the flotation 
of new issues. It may be reasoned that the proceeds obtained in the 


9. Inventory behavior during the period is described in the Federal Reserve Bank of 
New York, Monthly Review, October, 1956. The Review refers to the “involuntary” 
growth of stocks of such items as automobiles, appliances, and textiles, and, on the other 
hand, to widespread stockpiling of steel. 
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capital markets are returned to the government securities market. 
The government securities are held in anticipation of future capital 
outlays and to facilitate larger adjustments in the cash account. In 
the second instance the increase is likely to occur as a result of a net 
inflow of funds from operations at a time when capital outlays are 
being reduced. It may be reasoned that an increase permits the 
policy-making unit of the firm to keep its level of assets intact. This 
would occur at a time when the outlook for the possible return from 
additional assets is less favorable. A cyclical decrease, on the other 
hand, is likely to precede either the crisis phase of the cycle or a 
rolling adjustment—periods such as 1956, when inventory accumu- 
lation was resulting from previously placed orders and a leveling- 
off of the rate of increase in sales. It may be reasoned, for example, 
that at such times an adjustment in involuntary asset accumulation 
is facilitated by a reduction in goverment security holdings. 

The non-cyclical changes in government security holdings may 
counterbalance or reinforce the cyclical changes described above. A 
decline in government security holdings may result from speculation 
in inventories such as followed the mid-year steel strike in 1952, and 
more commonly a decline may result from a large financial drain 
such as the reduction in accrued income tax liabilities in 1952 and 
1954. In addition, a change in the differential between yields on gov- 
ernment securities and on commercial bank loans such as occurred in 
1954 may tend to cause a shift of funds from the government securi- 
ties market to the credit market. 

The observations recorded in this article confirmed the notion 
that the cash account was a stable one for the large manufacturing 
corporations in general. Nevertheless, changes in cash holdings may, 
to some extent, reflect forces similar to those affecting government 
security holdings. Especially, the corporate treasurer or comptroller 
may feel the need to economize cash around the downward turning 
point of the cycle. Such a phase may be characterized by a combina- 
tion of tight credit and an unfavorable outlook for returns from 
additional capital outlays. At such times corporate cash would not 
be replenished through the sale of new capital issues. Instead, it 
would be only partly replenished by the sale of government securi- 
ties. The net effect of these changes would be a general reduction in 
corporate liquidity. 
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LIQUIDITY RATIOS AND RECENT BRITISH 
MONETARY EXPERIENCE 


Davin E. Novack* 
Columbia University 


THE INFLATIONARY PRESSURES which have been present in the Brit- 
ish economy since late 1954 have stimulated considerable discussion 
in the financial and economic literature of the appropriate techniques 
necessary to reduce these pressures.’ Of particular interest to the 
American student of monetary policy has been the attention devoted 
to mandatory prescription of commercial bank liquid-asset—deposit 
ratios—the “secondary liquidity rule’—as a possible deflationary 
device. The purpose of this paper is (a) to investigate the behavior 
of the liquid-asset ratios of British banks since the end of World 
War II and (6) to analyze the possible efficacy of prescribed liquid- 
ity ratios as a weapon of monetary policy. In order to provide the 
reader unfamiliar with British bank practices with the necessary 
background, the first section of this paper is devoted to a brief pres- 
entation of the liquidity conventions of commercial banks in the 
United Kingdom and some discussion of the origins of the liquid- 
assets—deposits ratio. 


I. THE Two Liquipity RULEs 


The British monetary mechanism makes no provision for legal 
reserve requirements. Since the 1920’s, however, each of the clearing 
banks has traditionally held a relatively stable proportion of cash 
against deposit liabilities—the “cash ratio” or primary liquidity rule. 
Of these cash reserves, about half consists of till money and half of 


* I am grateful for the helpful criticism of Professor J. W. Angell, of Columbia Univer- 
sity, and am especially indebted to Mr. S. V. O. Clark, of New York City, for his 
expert comments. 


1. T. Balogh, “Dangers of the New Orthodoxy,” The Banker, Vol. CVI (June, 1956); 
W. M. Dacey, “The Floating Debt Problem,” Lloyd’s Bank Review, April, 1956; A. W. 
DeJassey, “Liquidity Ratios and Funding in Monetary Control,” Oxford Economic 
Papers, October, 1956; R. G. Hawtrey, “Basic Principles of the Credit Squeeze,” Bankers’ 
Magazine, December, 1955; W. T. C. King, “Should Liquidity Ratios Be Prescribed?” 
The Banker, April, 1956; W. T. Newlyn, “The Credit Squeeze in the Light of Basic Prin- 
ciples,” Bankers’ Magazine, October and November, 1955; R. S. Sayers, “The Determina- 
tion of the Volume of Bank Deposits: England, 1955-56,” Quarterly Review, Banco 
Nazionale del Lavoro; Warren L. Smith and Raymond F. Mikesell, “The Effectiveness 
of Monetary Policy: Recent British Experience,” Journal of Political Economy, Febru- 
ary, 1957. 
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deposits at the Bank of England. Since December, 1946, the cash 
ratio has been fixed through agreement between the Treasury and 
the banks at 8 per cent. No cash margin above this ratio is main- 
tained, since British banks customarily lend, on a day-to-day basis, 
large sums (“call money”) to discount houses, which utilize these 
funds for the purchase of Treasury and other bills and short bonds 
maturing in less than five years. Hence the equivalent of excess re- 
serves in the American sense does not exist in British banking. 

In addition to the cash ratio, the banks maintain a secondary 
liquidity ratio—the “30 per cent rule.” According to this convention, 
liquid assets consisting of cash, call money, and bills discounted* 
should, together, be at least 30 per cent of total deposits; i.e., the 
ratio of call money and bills discounted to total deposits should be at 
a minimum of 22 per cent. These non-cash assets represent a second 
line of defense for the commercial banks. Basically, the argument is 
that, although the conventional cash reserve provides a bank with 
adequate protection against any foreseeable demands for cash, an 
additional reserve is required which consists of liquid asests whose 
sale (or maturity) can quickly supply funds in the event of an un- 
expectedly prolonged severe drain on the banks’ cash. 

Unlike the cash ratio, the secondary rule is of comparatively 
recent origin. The earliest mention dates from 1931 in the testimony 
given by the representative of the Midland Bank before the Mac- 
millan Committee.* In 1934, the same bank in its monthly review 
reiterated the principle in more systematic fashion: ‘Constant re- 
gard for this essential [liquidity] has led the banker to formulate 
standard ratios . . . between the various groups of his assets and his 
direct liabilities. Cash usually amounts to rather more than 10 per 
cent of deposits; and advances and investments together rarely ex- 
ceed 70 per cent of the total. But the recognized cash ratio is based 
on the assumption that behind the cash holding is an adequate sup- 
ply of bills, guaranteeing a steady daily inflow of cash.’* Besides 
these two statements, there are no other citations by practicing bank- 
ers during the prewar period which specify the figure 30 per cent or 
any other figure as the critical ratio. 

Official mention is equally sparse. The first acknowledgment of 
the existence of a secondary reserve ratio did not appear until 1952." 

2. This item includes both commercial and Treasury bills, though for many years the 
latter has dominated. 

3. Macmillan Committee on Finance and Industry, Minutes of Evidence, Q., p. 871. 


4. Midland Bank Review, September-—October, 1934, pp. 3-4. 
5. Economic Survey (1952), Cmd. 8509, p. 43. 
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It was not mentioned by the Chancellor of the Exchequer until 
April, 1956, and then in rather guarded tones: “I have been given a 
great deal of advice about the question of the credit base and the 
need for the banks preserving a proper liquidity ratio for that pur- 
pose. As I understand it, it has always been our practice for the con- 
ventional liquidity ratio to be determined by the clearing banks in 
accordance with their views of sound banking practices.’ 

Notwithstanding the curious scarcity of acknowledgments of the 
existense of the 30 per cent ratio by either banking or official spokes- 
men, writers of textbooks on British banking have evidently felt 
little reluctance in elevating it to the status of a full-blown banking 
“rule,” possessing virtually the same order of reality as the cash 
ratio. Unequivocal adjectives such as “conventional,” “traditional,” 
“normal,” preceding the mention of the 30 per cent ratio are abun- 
dant in the textbook literature.’ Furthermore, not only was a 30 
per cent liquid-asset ratio alleged to function as a minimum liquidity 
level, but it was also presumed by many authors to serve as a rough 
normal ratio, i.e., as the level of liquidity which was ideally suited 
to balance the conflicting demands of liquidity and profits upon the 
banker’s portfolio of assets.® 

However, examination of the actual operation of the secondary 
liquidity ratio for the prewar period does not demonstrate any me- 
chanical adherence to it by the banks. The most systematic study 
of prewar liquidity practices by British banks—the pioneer work of 
Professor Nevin*’—reveals that it is quite impossible to prove that 
the figure of 30 per cent represented the ideal ratio of liquid assets 
to deposits. Furthermore, Nevin is almost equally skeptical about 
the more liberal interpretation of the secondary reserve doctrine, 
viz., that it functioned in some quasi-automatic fashion as a mini- 
mum level of liquid assets to deposits. His conclusion is that before 


6. Times (London), April 21, 1956. 

7. E.g., R. S. Sayers, Modern Banking (1st ed.; London: Oxford University Press, 
1938), pp. 32-38; W. M. Dacey, The British Banking Mechanism (London: Hutchinson’s 
University Library, 1951), pp. 80-81; T. Balogh, Studies in Financial Organization 
(Cambridge: Cambridge University Press, 1947), pp. 60-64. 

8. “For the sake of earnings, however, the banks would be unwilling to see the com- 
bined total of the three liquid assets rise much above 30 per cent deposits, which means 
that they sought to hold the remaining 70 per cent of their principal assets in the re- 
munerative form of investments and advances, the two main earning assets” (Dacey, 
The British Banking Mechanism, p. 80). For a reiteration of this point see Sayers, oP. cit., 
p. 34; Midland Bank Review, September—October, 1934, p. 4; and R. J. Truptil, British 
Banks and the London Money Market (London: Jonathan Cape, 1936), p. 105. 

9. E. Nevin, Bulletin of the Oxford University Institute of Statistics, XIV (August, 
1952), 285-97; see also his Mechanism of Cheap Money (Cardiff: University of Wales 
Press, 1955), pp. 126-48. 
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World War II, at least, the exact proportion of deposits to assets, 
either cash or in liquid form, held by banks varied in accordance 
with prevailing business conditions and expectations. 

When one considers this lack of empirical verification of the 30 
per cent rule, together with the afore-mentioned absence of acknowl- 
edgments by either practicing bankers or government officials, its 
frequent mention by pre-1939 writers as a banking convention is 
rather puzzling. A possible reason for this curious blend of fiction 
and theory may lie in the customary reluctance of British bankers 
to discuss their portfolio practices. But one cannot summarily reject 
the alternative explanation, that the traditional penchant of textbook 
authors to simplify the world for either aesthetic or pedagogic rea- 
sons has resulted in the elevation of several isolated utterances into 
a theoretical edifice. 


II. British BANK BEHAVIOR SINCE WorRLD War II 


a) 1945-51.—With the end of hostilities in 1945, the cheap-money 
policy which had prevailed during the war was not abandoned. In- 
stead, in the immediate postwar years the authorities committed 
themselves to its extension and intensification—the “ultra-cheap” 
monetary policy generally associated with the first Labour Chancel- 
lor of the Exchequer, Mr. Dalton. 

The policy adopted was designed to reduce the structure of in- 
terest rates, with the target stated to be the fall of the long-term 
rate to 24 per cent from the 3 per cent level which then prevailed. 
The reasons behind the policy lay primarily in the enormous growth 
of debt service payments caused by the tremendous wartime in- 
crease in the national debt, particularly the floating debt. Since it 
was commonly believed that the end of the war would initiate a 
sharp rise in investment and a simultaneous decline in savings, 
which together would force interest rates up sharply, the budgetary 
reasons for keeping interest rates low were quite persuasive. An- 
other consideration emerged out of the postwar reconstruction pro- 
gram, especially the residential housing developments. Rising in- 
terest rates might have slowed somewhat the pace of this vitally 
needed measure. The Labour party’s nationalization program also 
made the prospect of low interest rates attractive, since the burden 
of compensation payments would thereby be eased. A final source 
of support for cheap money came from a rather different source. 
The fear of massive postwar depression held in less optimistic quar- 
ters of the government gave urgency to the notion that low interest 
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rates would encourage the maintenance of a full-employment econ- 
omy. 

Briefly, the policy used to achieve lower interest rates was to con- 
vert as much as possible of the long-term outstanding debt into 
shorter-dated issues with lower yields. Support for these new issues 
was supplied in large part by Treasury and other governmental 
purchases in the market, thereby inflating bank deposits. However, 
much of the liquidity of the banks at this time was impaired by 
substantial holdings of Treasury Deposit Receipts (T.D.R.).!° 
Therefore, to insure adequate bank support of its operations, the 
Treasury shifted its bank borrowings from the T.D.R. to bills. 

Although there was a sizable “reflation” of money-market assets 
and a considerable expansion of bank deposits—the rise of £553 
million during April-September, 1946, was the sharpest in British 
history—the ultra-cheap-money policy was only a qualified success. 
Consol rates reached 24 per cent only temporarily in late 1946 and 
rose slowly thereafter, together with the general market yield struc- 
ture, primarily because investors conceived of the lower rates as 
being artificial at a time of overfull employment and latent inflation- 
ary pressures.” 

The effect of these measures on bank liquidity is clearly reflected 
in Table 1. Most vivid was the reduction of £1,673 million in 
T.D.R.’s as the offset to the market increase of £1,200 million in 
bill holdings. The elimination of this security was not a continuous 
one, however; seasonal fluctuations and special market conditions 
caused its volume in bank portfolios to fluctuate fairly widely, with 
more than two-thirds of the total decline occurring in 1949 and 1950. 

Equally striking was the virtual doubling of advances during this 
period—an increase which reflected the enormous demands of in- 
dustry for reconstruction and conversion purposes plus the substan- 
tial rise in the price level. Even so, the 1950 percentage of advances 

10. These securities were introduced during the war by the Treasury as a new method 
of short-term financing and were, in effect, bank advances to the government for six- 
month periods. In contrast to Treasury bills, the T.D.R. was neither negotiable nor 
transferable and could be liquidated before maturity through only two methods: (a) it 
could be discounted at the bank rate at the Bank of England, or (b) it could be offered 
in payment for subscriptions to new government securities. Method a meant a loss to 
the bank and was virtually unused, and b was very seldom available because, during the 
first few postwar years, the only government securities on offer for long periods had been 
advance tax payments and small savings. Consequently, the T.D.R. was felt to be rela- 
tively illiquid and was ranked below the Treasury bills. In addition, the banks were 


obliged by the Treasury to subscribe to the issues regardless of preference—a circum- 
stance which did nothing to make the banker enthusiastic about the T.D.R. 
11. For a more detailed analysis of ultra-cheap money see A. R. Ilersic, Government 


Finance and Fiscal Policy in Post War Britain (London: Staples Press, 1955), chaps. xvi 
and xvii. 
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to deposits (26 per cent) was still significantly less than the 1940 
figure, reflecting in part the effect of the selective credit control] 
exercised by the Capital Issues Committee and in part the highly 
liquid position in which British industry emerged from the war. 

It is obvious that recourse to the secondary liquidity ratio as an 
explanation of these shifts in the assets structure during 1945-50 
is exceedingly difficult. As Table 1 shows, the ratio of cash and 
money-market assets was more than 41 per cent of deposits in July, 
1950—46 if one includes the residue of T.D.R.’s. The reason for 
this highly liquid position, as has been shown, lies in the reversal 
of the wartime movements in the clearing banks’ assets, i.e., the 
desterilization of liquid assets which resulted from the replacement 


TABLE 1* 
CLEARING BANK ASSETS AND DEPOSITS, 1940-50 
MILuIons oF Pounps As PeRcenTAGE oF Depositst 

July, 1940 July, 1945 July, 1950 July, 1940 July, 1945 July, 1950 
| ene 262 500 501 10.7 10.4 8.4 
Call money..... 146 198 557 6.0 4.1 9.4 
eee 415 181 1,400 16.9 3.8 23.5 
Treasury Deposit 

Receipts... ... 26 1,994 321 1.1 41.4 5.4 
Investments..... 658 $, "123 1,496 26.8 23.3 ye 
Advances....... 932 "758 1,581 38.0 15.7 26.6 
Deposits........ 2,450 4,769 5,870 


* W. M. Dacey, The British Banking Mechanism (London: Watchiasen’ 's Liteary, 
186 


t Failure to total to 100 per cent is due to rounding. 


of the T.D.R. by Treasury bills. Meaningful analysis of the 30 per 
cent liquidity ratio can be resumed only after 1951—the year in 
which British monetary policy experienced a dramatic shift from 
the cheap money which had been dominant for twenty years. 

b) Since 1951.—Although the Korean War’s initial effect on the 
British balance of payments was to improve it, since world com- 
modity prices and United States imports rose sharply during 1950 
and early 1951, the abrupt halt in American stockpiling in March, 
1951, without a corresponding decline in United Kingdom imports, 
resulted in a rapid reversal of this trend. Throughout the rest of 
1951 there was an alarming and steady deterioration in Britain’s 
external position. At the same time, there was a significant expansion 
of domestic industrial activity, sparked in part by the rearmament 
program and in part by the continued demand for consumer goods, 
especially housing. As a result, prices began to rise markedly during 
1951, further inhibiting any reversal in the steady deterioration of 
the balance-of-payments position. 
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Such a state of affairs clearly called for drastic measures to pre- 
vent further intensification of the inflationary boom. In November, 
1951, the new Conservative Chancellor, Mr. Butler, announced a 
series of measures which spelled the end of the previous era of credit 
policy—one in which the control of the money supply was essentially 
determined by the public rather than the Treasury. 

The first step was the increase in the bank rate to 245 per cent 
from the 2 per cent level at which it had remained for the preceding 
twenty years (except for a brief rise in 1939 at the outbreak of 
war). It was made clear that henceforth the traditional role of the 
bank rate as the keystone of the interest-rate structure would be re- 
vitalized and given a key place in the battery of monetary weapons 
at the authorities’ disposal. However, reactivation of the bank rate 
would have been only a token gesture without the elimination of the 
price supports of the “Special Buyer” of the Bank of England. 
From 1939 to 1951 the market had always been assured of being 
able to sell bills for cash whenever needed at a price which was 
maintained by substantial purchases by the government departments 
of the Bank of England. Thereafter, assistance from the Special 
Buyer was to be granted only at the discretion of the authorities and 
only for limited amounts. Third, the Treasury reduced the liquidity 
of the clearing banks by coercing them to convert about £500 
million of Treasury bills into three issues of Serial Funding Stock 
with maturities of one, two, and three years, respectively. The li- 
quidity ratio of the clearing banks was thereby abruptly reduced 
from 39 to 32 per cent between October and November, 1951. These 
measures have provided the basic framework of monetary policy in 
Britain since 1951. The bank rate has been varied in response to 
changes in economic activity, thus “liberating” the rate of interest 
to act as a possible deterring factor on the demand for credit. Open- 
market operations have been used to alter the supply of funds avail- 
able to the money market at the discretion of the authorities rather 
than at the whim of the banks. In addition, frequent directives to 
the banks from the Chancellor and the Governor of the Bank of 
England have served to add qualitative force to official policy. Table 
2 shows the behavior of bank asset and liability items for selected 
months. 

These figures illustrate in rough fashion the three main phases of 
the monetary policy since 1951. First, the initial period between 
October, 1951, and September, 1952, was one of restraint. The au- 
thorities, through the refunding operation and a decline in the tender 
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bill offer, effected a decline of about £500 million in deposits. From 
mid-1952 to late 1954 the prevailing policy was one of relative 
monetary ease, reflecting the relaxed pressure on the price level re- 
sulting from the remarkable increase in productivity in British in- 
dustry during this period. Since 1954, excessive demand for goods 
coupled with renewed pressure on costs, stemming in large degree 
from money-wage increases outstripping productivity, has led to a 
substantial rise in the price level.’? In the face of these renewed 
inflationary pressures, the authorities have chosen a tight-money 
policy. The bank rate has risen to 5 per cent; open-market opera- 
tions have been designed to prevent an increase in cash and deposits 
other than that needed for seasonal and legitimate growth needs; 
and frequent directives from the Capital Issues Committee have 


TABLE 2* 
CLEARING BANK ASSETS AND LIABILITIES, 1951-56 
(£ Million) 
Bills 
De- Call Dis- T.D.R.’s_ _Invest- Ad- 

posits Cash Money counted ments vances 
Oct. 17, 1951.... 6,204 514 519 1,330 177 1,555 1,897 
July 16, 1952.... 6,063 501 535 1,139 ee 1,917 1,822 
July 15, 1953.... 6,247 510 460 1,245 gee 2,140 1,730 
July 21, 1954.... 6,466 534 428 1,185 cai 2,351 1,823 
July 20, 1955.... 6,406 535 458 1,014 ae 2,098 2,135 
July 18, 1956.... 6,238 508 427 1,210 vas 1,993 1,930 


* Source: Monthly Digest of Statistics. 


exacted some degree of rationing of loanable funds both in the cap- 
ital markets and by the commercial banks. 

c) The Secondary Liquidity Ratio since 1951.—The shift to a 
new type of monetary policy in October, 1951, stimulated consider- 
able discussion of the 30 per cent liquidity ratio. Several writers’ 
have claimed that the return to orthodox credit control by the au- 
thorities implied reactivation of the liquidity ratio as a weapon of 
control. By reducing bill holdings to the alleged minimum, it was 
asserted, any increase in advances could be financed only by liquida- 
tion of investments, thus resulting in upward pressure on interest 
rates. Thus prospective borrowers would be to some extent discour- 
aged. Belief in such a policy, of course, implies maintenance of some 


12. E.g., on a monthly average basis, retail prices rose 5.0 percentage points between 
1952 and 1°54 and 4.7 percentage points during 1955 alone (Smith and Mikesell, op. cit., 
Table I). 


13. E.g., Harry Johnson, Bulletin of the Oxford University Institute of Statistics, 


April/May, 1952, p. 126; and W. T. C. King, “Bank Liquidity and the Markets,” The 
Banker, January, 1952. 
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stable ratio of liquid assets to deposits, with the result that if the 
asset structure was disturbed from this norm, action would be taken 
by the banks to return to it. 

The pertinent question therefore is: Have the banks maintained 
stable liquid-assets—deposits ratios during the last five years, and, if 
so, have deviations from this norm been followed by appropriate 
restorative action? 

It is apparent from Table 3 that, on an annual average basis, a 
30 per cent ratio representing the conventional liquid-assets—deposits 
was not maintained. In addition, the degree of deviation from 30 
per cent varied from year to year and from bank to bank. However, 
if one views the secondary rule as merely setting the floor below 
which the liquid-assets—deposits percentage is not allowed to fall, 


TABLE 3* 
ANNUAL AVERAGE LIQUIDITY RATIOS OF MAJOR BRITISH BANKST 
Average of 
National West- 11 Clear- 
Barclay’s Lloyd’s Midland Provincial minster ing Banks 
ee 34.2 30.6 34.1 35.2 34.1 34.5 
aa 33.9 33.6 36.7 35.6 37.3 35.2 
ee 33.3 33.9 35.1 34.7 33.7 33.6 
Sea 32.6 32.5 31.7 34.1 31.4 32.5 
Se 35.8 33.4 35.6 34.7 35.2 35.2 


* Source: Monthly Digest of Statistics and The Banker. 


t These ‘‘Big Five” banks conduct the bulk of banking business in the United Kingdom. Nearly 85 per cent 
of all deposits in the country are kept in these banks. 


it seems that the ratio in this rather more modified sense was opera- 
tive. As Table 4 shows, between October, 1951, and December, 1956, 
the monthly liquidity ratios of the clearing banks dipped below 30 
per cent only once. In only 6 months out of 60 did any of the five 
major banks allow liquidity ratios to fall below this figure, and in all 
cases the drop was fractional. 

Probably more important as a test of the validity of the secondary 
ratio is its stability during these years. Table 5 shows the annual 
intrayear variations of the ratios of the “Big Five” British banks. 

During this period the banks allowed an average variation of 5.6 
percentage points in their liquidity ratios. The comparable figure for 
the 1932-39 period was 5.2—virtually the same.” It is difficult from 
this point of view, therefore, to demonstrate any mechanical re- 
sumption of a rigid liquidity ratio following the 1951 policy shift. 

Mere examination of the ratios themselves is, of course, a some- 
what sterile method of investigation of the thesis that the liquid- 

14. Nevin, op. cit., p. 48. 
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assets level bears some causal relationship to the volume of bank 
credit. A more meaningful approach is to relate movements in total 
liquid assets with those of total bank deposits. If a secondary liquid- 
ity reserve is operative, a decline in liquid assets, ceteris paribus, 
should automatically cause an equivalent decline in bank deposits. 
Comparison of monthly changes in these two series between No- 
vember, 1951, and December, .1956, does not reveal the parallel 
movement which would presumably appear if the banks adhered 
to any systematic liquid-assets reserve. Out of 62 months examined, 
deposits and liquid assets moved in the same direction 30 times, 
diversely 29 times, and were unchanged during 3 months. That is, 
for virtually half the period, shifts in deposits did not conform to 
the theory of a precise secondary liquidity reserve. Furthermore, the 


TABLE 5* 


ANNUAL INTRAYEAR VARIABILITYt IN SECONDARY RATIOS 
OF MAJOR BRITISH BANKS, 1952-56 


Average of 

National West- 11 Clearing 
Barclay’s Lloyd’s Midland Provincial minster Banks 
5.3 7.6 5.7 7.6 6.8 8.2 
ar 4.7 6.8 7.0 8.8 3.5 4.5 
4.7 y 5.4 3.3 
9.1 4.5 9.1 8.2 7.2 
a 4.6 3.8 9.5 6.7 6.3 4.5 


* Source: Monthly Digest of Statistics and The Banker. 
t Defined as the difference between the highest and lowest monthly ratio. 


months in which the two series moved together tended to be con- 
centrated in 1954. A rise of about £600 million in deposits be- 
tween April and December of that year was associated with an in- 
crease of £335 million in liquid assets. This period of apparent 
adherence to the doctrine may be compared to the behavior of de- 
posits and liquid assets between July and December, 1952, when 
deposits rose by about £400 million but liquid assets were virtually 
unchanged. Furthermore, the 1954 coincidence of liquid-assets and 
deposits movements is almost entirely fortuitous. It was the result 
of a somewhat greater than usual seasonal increase in the tender bill 
issue, coupled with a slight rise in the level of advances toward the 
last quarter of the year accompanying the general upturn in busi- 
ness activity. 

A slightly different method of testing the liquid-asset—deposit 
relationship is to observe the number of instances of secondary con- 
tractions in deposits associated with declines in liquid assets. Ac- 
cording to the proponents of the liquidity ratio, once liquid assets 
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fall below some minimum ratio to deposits, the banks should con- 
tract their holdings of other assets to restore the liquidity ratio to 
its “safe” level. There would appear, then, to be two contractions of 
deposits—the initial one caused by the initial decline in liquid assets 
and a secondary contraction resulting from the liquidation of in- 
vestments and/or decline in advances as banks attempt to restore 
the liquidity ratio to its normal level.** This secondary contraction 
would be equal to the total fall in deposits minus the fall in liquid 
assets. 

Examination of the behavior of deposits during those months 
during which the liquidity ratios of the clearing banks fell below 
the annual average reveals no general tendency for secondary con- 
tractions to be associated with such declines in liquidity positions. 
Out of 26 months in which the ratio dipped below the annual average 
since 1951, in only 9 did secondary deposit movements occur. Four 
of these months, in fact, were in mid-1955 after the Treasury had 
informally asked the banks to reduce their liquidity ratios to the 
conventional minimum. In 12 months other assets were expanded 
to offset the effect of the fall in liquid assets. In other words, the 
secondary liquidity reserve doctrine was operative in fewer than half 
the instances during which it was supposed to function. 

What conclusions can one draw from this statistical survey? (1) 
A 30 per cent ratio operating as the conventional liquid-asset—deposit 
relationship was equally as bogus after 1951 as during the prewar 
period. Although the banks have kept a substantial fraction of their 
assets in liquid form, the proportion which such assets bore to de- 
posits has varied widely within each year’® for each particular bank. 
Furthermore, there is no evidence to demonstrate systematic move- 
ments in deposits caused by corresponding changes in liquid assets. 
The specific ratio which liquid assets bore to deposits appears to 
have been determined by bankers according to their interpretation 
of prevailing market conditions—not by mechanical adherence to a 
convention. (2) Unlike the prewar period, however, banks were un- 
willing to allow the liquidity ratio to fall below 30 per cent. Partly 
because of the widespread publicity given to the secondary ratio 
after the events of late 1951 and partly (and more probably) be- 


15. I am indebted to Professor Nevin (op. cit.) for this method of examining the 
validity of the liquidity rule. 


16. One element of regularity in the behavior of the ratio is imposed by the timing of 
the fiscal year. In general, the liquidity ratio tends to be at a minimum in March, when 
the volume of Treasury bills is least because of the commencement of the British financial 
year in April. 
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cause of belated official recognition given to it,!7 banks considered a 
liquid-asset ratio of 30 per cent as a minimum level. However, it is 
one thing to say 30 per cent is the minimum ratio and an altogether 
different matter to assert that 30 per cent is the conventional pro- 
portion which liquid assets bear to deposits. Only in the former in- 
terpretation—a severely emasculated version of the secondary li- 
quidity rule—can the 1951 shift in monetary technique be said to 
have revived the “tradition.” Perhaps “manufactured” would be a 
more apt description. 


III. Pottcy IMpLicATIONS 


A crucial difference between the monetary policies of this country 
and Britain today is that in the United Kingdom, unlike the United 
States, open-market operations by themselves are considered a rela- 
tively ineffectual anti-inflationary measure. Given the institutional 
arrangements between the money market, the commercial banks, 
and the Bank of England, together with the present Treasury policy 
of meeting a large portion of its financial needs through a large 
floating debt, attempts to control bank liquidity by reducing the 
cash holdings of the banks are likely to be unsuccessful. Therefore, 
an effective monetary policy must concentrate on the control of 
total liquid assets either through a funding technique or through 
the establishment of prescribed liquidity ratios. 

Briefly, the reason for the ineffectiveness of open-market operations 
by the Bank of England is that as long as the discount houses stand 
intermediate between the central bank and the commercial banks, 
sales of bills by the Bank of England cannot seriously reduce bank 
cash. The sale of Treasury bills will result initially in a reduction 
in bank cash reserves and deposits. However, the cash reserves of 
the banks can be immediately restored by the calling-in of their 
loans to the discount houses, thereby forcing them to borrow from 
the Bank of England at the bank rate. The cash ratio of the banks 
has, in fact, risen somewhat because of the decline in deposits. In 
an inflationary period, however, the level would be quickly restored 
by the granting of additional advances. This process, of course, 
could not continue indefinitely, since a point would be reached where 
the commercial banks would have withdrawn all their loans to the 
discount houses and thereafter open-market sales of bills would 
result in a permanent reduction in bank cash. But such a situation 
is impossible as long as the government’s financing consists primar- 
ily of Treasury bills. The bills offered as collateral by the discount 


17. “The Governor Leoks at His Tools,” The Banker, October, 1956. 
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houses on their borrowings from the Bank of England mature in due 
course, thus enabling the dealers to repay their loans, and are at 
once replaced by a fresh offer sold to the discount houses. The latter 
traditionally always tender for the full amount offered,’* even if it 
means paying the penalty of borrowing at the bank rate, which is 
always set above the bill rate. 

But the dealers’ purchases of the new bills are mainly financed 
by call loans from the banks, whose cash position must either be 
improved by open-market purchases of bills by the central bank or, 
at least, be relieved of the pressure of open-market sales. Thus the 
“squeeze” must be relaxed. Similarly, the bills originally sold to the 
non-bank public eventually mature and must be replaced by new 
ones sold to the discount houses on the basis of increased call loans 
from the banks. This again necessitates relaxation of pressure on 
bank cash. From this point of view, open-market operations are in- 
effectual as a means of impairing the banks’ lending abilities and 
thereby reducing the growth of the money supply. 

Thus far our analysis has centered on the availability of credit 
and not its price. It is true, of course, that forcing the market into 
the bank will tend to bring short-term rates nearer the bank rate, 
which can be raised at the will of the authorities. Indeed, the re- 
straining impact of open-market sales is believed to be most effective 
through this general rise in the structure of interest rates.’® The 
reliability of increased borrowing charges as an anti-inflationary 
measure, however, in a period when the maintenance of a large float- 
ing debt leaves bank cash undisturbed is questionable. First, the 
sensitivity of borrowers to higher interest rates (particularly short- 
term yields)*° is probably lessened during a period of rising prices. 
Second, the willingness of banks to grant loans is not impaired, be- 
cause their reserves are not reduced. In other words, neither the 
supply of, nor the demand for, loanable funds is likely to be seriously 
affected by the rise in the interest-rate structure, as long as the 
volume of outstanding Treasury bills is unchanged. 

Since, under these conditions, the ability of the authorities to 
regulate deposits by attempts to alter the cash base is ineffective, 

18. The discount houses tender as a group, called the “Syndicate,” in competition 
with the tenders of outside investors. 

19. R. S. Sayers, Modern Banking (3d ed.), p. 116. 


20. Even in the long-run sector of investment, it appears that the interest elasticity of 
demand in Britain is rather low. Probable reasons are the large extent of direct govern- 
ment investment in the nationalized industries and a very high tax rate, which en- 
courages corporate investment out of retained earnings (see Smith and Mikesell, op. cit., 
pp. 33-34). 
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monetary control can best be obtained through pressure on the 
banks’ second line of defense, i.e., their money-market assets. Such 
pressure is feasible through funding of part of the outstanding debt. 
With this technique, the authorities sell long-term securities to the 
public and use the funds raised to buy or redeem bills from the 
banks, thus reducing deposits and liquid assets by the same amount. 
The limiting case is reached at the point where the banks have no 
money-market assets left.?* But all that would be necessary would 
be to reduce liquid assets until they reached the conventional mini- 
mum, which, as we have seen, has been effectively 30 per cent since 
1951. Furthermore, the rise in the supply of long-term securities 
would have the effect of increasing the long-term rate. Hence banks 
would be less willing to liquidate investments as an offset to the 
depletion of their liquid assets, while at the same time borrowers in 
the capital market would be faced with heavier borrowing costs. 

The success of a funding operation, however, depends upon mar- 
ket sentiment. If investors are uncertain about the business outlook, 
the fear of large capital losses may inhibit any substantial market 
response to a new long-term issue. The market would then have to 
be bribed into making purchases by increases in the yield on the 
new security—perhaps to prohibitively high levels. It is apparent, 
then, that the optimum timing of a funding is at the start of an in- 
flation, not in its midst. In a period when prices have been rising 
for some time and when market confidence in the restraining ability 
of the authorities is in doubt, funding may merely close the barn 
door after the inflationary steed has already galloped out. 

If a funding is nevertheless attempted under these imperfect con- 
ditions, its size may be lessened by the imposition of prescribed 
liquidity ratios higher than the accepted minimum. Then additional 
liquid assets would be frozen into the banks, thereby reducing the 
required amount of refunding. 

Obviously, this method of controlling bank liquidity is one that 
could be applied much more quickly—by a stroke of the proper 
governmental pen, in fact—and would by-pass the capital markets. 
Why not use mandatory liquidity ratios exclusively as a means of 
monetary restraint? Mainly because prescribed liquidity ratios do 

21. If the Bank of England simultaneously bought bills and sold long-term bonds, the 
same result would theoretically be obtained. However, the Bank has generally been re- 
luctant to engage in any appreciable operations in the long-term market, believing that its 
portfolio of long-term bonds is inadequate to effect a significant rate rise (see R. S. 


Sayers, “Open Market Operations of the Bank of England,” in Central Banking after 
Bagehot (Oxford: Clarendon Press, 1957]). 
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not increase long-term rates at all and thus leave unrestrained the 
borrowers in the capital markets, where heavy investment has pro- 
vided much of the pressure behind the current inflation. Compulsory 
liquidity ratios are useful only as a complement to the funding tech- 
nique, not as a rather maladroit substitute. 

One writer®* has attempted a rather precise measure of the degree 
to which prescribed ratios can diminish the funding needed to reduce 
deposits by any specific amount. The lower limit of the necessary 
funding is equal to the desired reduction in the cash base, while the 
upper limit is “the sum of (a) the volume of liquid assets above that 
needed to establish the minimum liquidity ratio, and (5) the desired 
reduction in aggregate deposits multiplied by the mandatory mini- 
mum ratio.” For example, if bank deposits are 1,000 and the desired 
reduction is 100, the minimum amount of necessary funding would 
be 60. This would consist of 30 to absorb excess, 22 to absorb 
mandatory liquidity assets, and 8 to absorb cash. The setting of 
prescribed ratios is thus described as a “perfect substitute for fund- 
ing.” Unfortunately, this description of the rather mechanical op- 
eration of mandatory ratios must be viewed with some skepticism. 
True, the freezing of additional liquid assets in this fashion reduces 
the amount of necessary funding, but it offers no assurance that 
whatever funding is attempted will be successful. The higher the 
liquidity ratio is set, of course, the less is the danger that the funding 
will fail. But, as we have seen, as the ratio is increased, the contrac- 
tionary effects of the funding tend to be correspondingly diminished. 
What must be determined, therefore, is the new liquidity ratio which 
will strike the appropriate balance between the funding and freezing 
techniques. And this ratio is precisely what the authorities do not 
know. In the final analysis, the prevailing psychology of the market 
is the crucial variable determining the relative success or failure of 
a funding operation. A method of trial and error could be employed, 
of course (i.e., successive increases in the mandatory ratio), but if 
the appropriate figure is not struck the first time, it is unlikely that 
it will be reached later. Once the market believes that the prevailing 
liquidity ratio is only temporary, the bearish tone of the market will 
be intensified and the successful reception of the funding issue ren- 
dered that much more doubtful. 

In short, it seems that prescribed liquidity ratios can serve the au- 
thorities only as a crutch of rather limited support. The ideal situa- 


22. DeJassey, op. cit. 
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tion is one in which they can be eschewed completely—through the 
prompt adoption and vigorous implementation of a fiscal and mone- 
tary policy that will prevent an inflationary situation from develop- 
ing in the first place. Reliance upon the secondary liquidity ratios is 


tacit admission of the inadequacy of previous monetary and fiscal 
measures. 
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SOME IMPLICATIONS OF THE GROWTH OF 
FINANCIAL INTERMEDIARIES 


DoNALD SHELBY* 
University of Maryland 


INTRODUCTION 


THERE IS A GROWING impression that secular inflationary forces 
pose a Serious threat to a fully employed market economy. Whether 
the authorities of the Federal Reserve can contain these forces 
through general monetary controls is increasingly questioned in 
light of the rapid postwar growth of non-commercial bank financial 
intermediaries whose operations are not directly controllable by 
these authorities. 

The rapid growth of these financial intermediaries i is not open to 
question.1 The public has shown a rising preference for holding 
fiancial assets in the form of deposits and shares-of intermediaries 
rather than in commercial ban n terms of total assets of 
principal financial institutions (commercial banks, life insurance 
companies, savings and loan associations, and mutual savings 
banks), the share of commercial banks has dropped from 70 to 55 
per cent between 1945 and 1956, and over these same years deposit 
liabilities -of commercial banks have declined from 64 to 52 per cent 
of total liabilities. Interestingly, the relative drop in commercial 
bank deposits has taken place solely in their demand deposits. __ 

Some students apparently feel that the relative decline of com- 
mercial banks in financial operations has seriously reduced the 
power of the Federal Reserve to control inflation. They contend 
that the central banker, in attempting to promote sustainable eco- 
nomic conditions by controlling the over-all quantity and quality of 
liquidity and finance, is manipulating a relatively shrinking sector 
of the total financial apparatus and that its controls are increasingly 


*The author has benefited greatly from the critical comments offered by Professor 
Leland B. Yeager, and also wishes to acknowledge his help gamalgyeloping the formulas 
used in this paper. 

1. See R. W. Goldsmith, The Share of Financial Intermediaries in National Wee 
and National Assets, 1900-1949 (“Occasional Papers,” No. 42 [New York: National Bu 
reau of Economic Research, Inc., 1954]). There is a belief, however, that the recent | 


relative decline in commercial banks may be only temporary (see Ross M. Robertson, | 


“The Commercial Banking System and Competing Nonmonetary ee | 
Monthly Review [Federal Reserve Bank of St. Louis], May, 1957). 
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inadequate.” Others insist that general monetary powers remain 
strong, since the Federal Reserve still controls the (crucial) stock 
of money and, moreover, can affect the market value of the chief 
assets of financial intermediaries by its monetary instruments.* 

In view of these shifts in the relative size of commercial banks 
and other financial intermediaries and their disputed effects upon 
general monetary and financial operations, we need a formal 
framework in which total financial, not just monetary, operations 
can be handled. This paper hopes to take a step in that direction by 
arguing for a more restrictive definition of the public (one which 
does not include these financial intermediaries) and by offering an 
approach which takes into consideration these changes in liquid as- 
sets and finance and not just changes in the monetary stock. Per- 
haps then a better judgment can be made about the impact of these 
important changes in financing upon commercial banking. 


A Liguip-AssET MULTIPLIER 


In the past, the relation between changes in commercial banks’ 
reserves and the public’s supply of money has been fully elaborated. 
Under given assumptions about reserve requirements and competing 
uses, the maximum creation of credit money for a given increase in 
basic reserves was determinable. No particular importance was at- 
tached to the circulation of deposits among members of the non- 
banking public. This was simply the way that reserves were distrib- 
uted among competing banks. Attention centered upon the end- 
product—i.e., the change in the stock of money as monetization or 
financing occurred—and not upon the means by which this was 
achieved. Changes in money, liquidity, and finance (extension of 
credit to deficit economic units) presumably were equal. 

Such a presumption is valid, provided that the circulation of de- 
posits takes place between members of the non-financial public. If 
financial intermediaries (henceforth simply called “intermediaries” ) 
are involved, however, then deposit shifts between them and the 
remainder of the non-banking public can produce changes in liquid 
assets and finance which do not parallel changes in the stock of 
money. Since changes in over-all liquid assets and finance can influ- 
ence the behavior of the economy, there is good reason to separate 
out from the so-called non-banking public these intermediaries and 
either to include them in the commercial banking system (including 


2. For example, see E. S. Shaw and John G. Gurley, “Financial Growth and Monetary 
Controls” (Southern Economic Association, November, 1956, mimeographed paper). 


3. For example, see Robertson, of. cit., p. 66. 
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the Federal Reserve) or to handle them as a special financial 
category. 

If this more restrictive definition of the non-banking public is 
acceptable, the next task is to develop a multiplier which will indi- 
cate what change in liquid-asset holdings of the public (and perhaps 
finance)* is produced by a change in basic reserves, given certain 
assumptions about the public’s preference among money, time de- 
posits, and shares of intermediaries (henceforth simply called 
“shares’’). 

Suppose that all intermediaries hold their reserves as demand de- 
posits at commercial banks and, for simplicity of exposition, assume 
that cash drains are zero. If we let L represent the change in the 
holdings of liquid assets of the non-banking public, then where R is 


_ 
rat rat rar.B’ 


the change in basic reserves, a and f represent, respectively, the 
public’s preferred marginal ratios of time to demand deposits and 
shares to demand deposits, and the r’s equal the reserve ratios: ra for 
demand deposits, 7: for time deposits, and r, for shares, reserves for 
which we assume are held as demand deposits in commercial banks. 
This formula gives the total allowable change in liquid assets of the 
public and its distribution among demand and time deposits and 
shares for a given change in reserves. 

The manner in which the public prefers to hold any changes in the 
volume of its liquid assets will determine the size of a and 8. These 
two behavioral coefficients may range in value from zero to infinity. 
If, for example, the public desires to hold all additional liquid assets 
in the form of money, both a and 8 will be zero. If, however, the 
public prefers to hold all its additional liquid assets either as time 
deposits or as shares, then either a or 8 will approach infinity. Al- 
though the circumstances under which these coefficients reach either 
of these values are not typical, they do give rise to three special cases 
which are instructive for us. They establish the limits of multiple ex- 
pansion of liquid assets; therefore, we need to study these limiting 
cases before turning to the more general and realistic case. 

The first special case reduces the liquid-asset multiplier to the 
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4. We are limiting our analysis to the principal private financial intermediaries. “Liquid 
assets of the public,” consequently, means only their holdings of demand and time de- 
posits and the shares of savings and loan associations and mutual saving banks. “Finance” 
refers to the extension of credit by intermediaries to deficit economic units. We intend to 
show later the difference between changes in liquid assets and finance and to discuss how 
that difference dictates which intermediaries should be analyzed. 


| | 
in 
k 
s a 
4 
e 
J 
= 
) 
i 
1 
y 


530 The Journal of Finance 


traditional credit or monetary multiplier. Thus we assume that the 
public desires to hold additional liquid assets only in the form of 
demand deposits. Both a and 8 are zero. Consequently, 
Ta 
Hence, assuming that R rises by $1.00, and ra is 0.20, liquid assets 
increase by $5.00 demand deposits. 

In the second case, we assume that the public desires to hold its 
extra liquid assets wholly in the form of time deposits at commercial 
banks: 8 equals zero, and a approaches infinity. In terms of the 
multiplier, 


tat ra’ 
_ R+Ra 

tat 


Dividing both numerator and denominator by a gives 


_ (R/a) +R 
(ra/a) 


The first term in both the numerator and the denominator now drops 
out. Therefore, 
R 
L-—> = infinity . 

Assuming, again, that_R increases by $1.00 and r: is 0.05, liquid 
assets will rise by $20.00 time deposits. That is, commercial banks 
extend loans in the form of demand deposits to their customers. As 
these deposits are used, they reach the hands of members of the pub- 
lic, who convert them into time deposits, thus creating surplus re- 
serves and enabling banks to extend credit further. The process con- 
tinues until time deposits reach a value of $20.00, fully immobilizing 
the original unit increase in basic reserves. It is quite unlikely that 
the public will hold all its additional assets as time deposits. If it 
should do so, however, our formula gives the resulting increase in 
liquid asests and also points up the volume of financing which ac- 
companies it. 

If the public wishes to hold their increased liquid assets only as 
shares in the intermediaries, the third case arises, in which a be- 
comes zero and § approaches infinity and, following the reasoning 
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used in the second possibility, all the terms of the multiplier drop 
out except R and rars. Thus 
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Tals 
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as 8—~ infinity. 

If R rises by $1.00 and ra is again 0.20, while 7, equals 0.05, liquid 
assets will rise by $100.00 shares at financial intermediaries. That is, 
as commercial banks receive new reserves and fully extend credit, 
the new primary and derivative demand deposits are converted by 
the public into equivalent shares at intermediaries. They, in turn, de- 
posit at least 5 per cent in commercial banks as reserves and lend 
the remainder. As these loans are used and reach the hands of the 
public, they are deposited again in intermediaries, which deposit the 
required amount in commercial banks as reserves and once more 
lend the remainder. The expansionary process is completed when 
outstanding new shares of intermediaries rise to $100.00 and the 
$5.00 primary and derivative demand deposits are held as deposit 
reserves at commercial banks by the intermediaries. The precise 
form of the expansionary process can vary, of course, without dis- 
turbing the end-results. The resulting increase in liquid assets pro- 
duced by our multiplier in this instance is more questionable eco- 
nomically than even our other two cases. It is highly improbable that 
the public would amass such a large change in its volume of liquid 
assets without diversifying its holdings. Still, such a circumstance is 
at least conceivable and should be presented as our third limiting or 
extreme case. 

The higher values for liquid assets in the second and third cases 
result from the lower reserve ratios (and hence higher multipliers) 
assumed to apply to time deposits and shares. Particularly in the last 
case is this true, for the basic reserves (deposits by commercial 
banks at the Federal Reserve) are used jointly by banks and inter- 
mediaries. They are high-powered reserves—i.e., commercial banks 
use $1.00 basic reserves to support $5.00 demand deposits, which, in 
the third case, are owned by intermediaries and upon which they can 
expand. 

The higher the combined value of a and 8, thcrefore, the greater 
will be the public’s supply of liquid assets. A given percentage 
change in the combined value of a and 8, however, will produce less 
than that percentage change in liquid assets. The more that the 
change in their combined value results from a change in a, the more 
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is this true. Further, if their combined value is constant and 7; is 
greater than rar, which is highly probable, liquid assets will increase 
as the public shifts from time deposits to shares. Hence any shift of 
the public’s preference away from demand deposits to time deposits 
and shares or from time deposits to shares will increase the liquid 
assets of the public. 

In the event that either a or 8 increases independently, the hold- 
ings of liquid assets by the public will rise, but their supply of de- 
mand deposits will fall. This latter result can be seen by inspecting 
the formula for demand deposits of the public. If Dp represents the 
public’s demand deposits, then 


R 
rat 


Since a and 8 appear only in the denominator of the formula, any 
change in either will produce inverse changes in the value of demand 
deposits.® 

Before we inquire further into these special cases, we should con- 
sider briefly a possible criticism of our formulation of the multiplier. 
We limited the lending activities of both commercial banks and 
intermediaries by the size of their cash reserves and reserve ratio. It 
might be argued, with respect to cash reserves, that, while that 
makes sense for commercial banks, it does not for intermediaries, 
whose operations are limited essentially by their ability to attract 
and hold the savings of the public. It might be contended, in short, 
that our multiplier rests upon a false analogy between a commercial 
bank and a financial intermediary. But a brief consideration of this 
possible criticism will show that our analogy is perfectly sound and 
useful. 

Whether we are considering a bank or an intermediary, the scope 
of its lending operation depends upon the size of its available re- 
serves as well as its reserve ratio. The loans and investments of 


D,= 


5. By differentiating this formula, the derivative of demand deposits with respect to PB 


follows: 
dD, _ —R(rar,) 
dp (rat reat rit,B)? 
The derivative with respect to 8 has a negative sign, i.e., demand deposits of the public 


change in the opposite direction from the change in f. And the derivative of the public’s 
holdings of demand deposits with respect to « also has a negative sign. Thus 


d D, —R 

da (ratr.a+ rar,B)? 
Consequently, an initial rise in either @ or B will increase the public’s holdings of liquid 
assets, but at the expense of their holdings of demand deposits. 
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either institution are limited to its surplus reserves. For either insti- _ 
tution, the quantity of reserves available for financial activities de~ 
pends upon the ability of the institution to attract and hold the de- 
posits and savings of the public. Therefore, the operations of a com-: 
mercial bank or an intermediary are restricted essentially by their 
reserve positions, which are based, in turn, upon their power to serve 
as depositories for the public. These two types of institution do differ 
in many respects, but they do not differ significantly in this partic- 
ular respect; therefore, the analogy between them is not misleading. | 

Nor does the possible criticism have more merit if we consider the’ 
system of commercial banks and financial intermediaries rather than 
their individual components. As we all know, the process of multiple 
expansion of demand deposits by the commercial banking system 
comes to a halt if the system loses its new reserves—i.e., if banks are 
to expand successfully, it is necessary that the system of banks 
attract and hold the primary and derivative deposits. To the extent 
that these reserves are lost, the actual expansion of deposit money 
will be less than the potential expansion. The banking system is 
fairly successful in circulating these deposits in a closed orbit of the 
system and, consequently, in retaining its reserves. The gap between 
the actual and the potential expansion is small, and we readily ac- 
cept the usefulness of the traditional credit multiplier. 

Rut much of this reasoning is applicable also to intermediaries. 
The circuit is more complex, including as it does both commercial 
banks and intermediaries. But the multiple expansion of claims, just 
liké that of bank deposits, must come to a halt whenever the inter- 
mediaries lose their new reserves—i.e., if intermediaries are to fur- 
nish a multiple volume of shares and financing, it is equally neces- 
sary that they repeatedly attract the savings of the community. In- 
termediaries are less successful than commercial banks in retaining 
their reserves because shares do net. provide the absolute liquidity 
which the community normally desires as the volume of financing 
and economic activity swells. As a result, the gap between the actual 
and potential expansion of shares is widened considerably. But the 
recognition of this difference between banks and intermediaries 
should not lead us to hold further that they are not analogous. After 
all, they are highly competitive financial institutions and necessarily 
possess many features which are closely related. 

In considering earlier our three limiting cases, we stressed that 
the change in the volume of assets produced in each instance would 
probably differ from that expected under more realistic conditions. 
The reason for the difference is not difficult to uncover. The public 
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does typically diversify its holdings of liquid assets among demand 
and time deposits and shares; it does not continue to amass liquid 
assets in one form only, as is assumed in each of the special cases. 
The values of a and £, therefore, typically range between zero and 
infinity. Consequently, the first special case understates, while the 
second and third cases clearly overstate, the change in liquid assets 
brought about by a given change in basic reserves. Our special cases 
were useful, however, in that they established practical limits to the 
multiplicative process by showing the special assumptions which 
would be required in order to reach the arithmetic limits of expan- 
sion. 

There is no question that the values given to a and £ in the special 
cases were improbable because they did not express what we know 
generally about human behavior. But it is difficult to establish pre- 
cise values without further research. Presumably, there exists some 
sort of aggregate diversification schedule of the community which is 
based upon a complex of shifting factors, some of which might be 
such obvious items as price and income expectations, the desire for 
liquidity, the acceptable degree of risk, the degree of substitutability 
between various classes of assets, and so forth. Unfortunately, we do 
not know at this time what weights to give to each of the various 
factors; consequently, we cannot combine them in order to derive 
final figures for the behavioral coefficients. 

We have selected illustratively certain values for a and B, but we 
do feel that they are not wholly unrealistic. Let us assume that R 
rises by $1.00, a and £ are, respectively, 0.48 and 0.64, and ra is 
0.20, while 7: and r, are both equal to 0.05. The public’s holdings of 
liquid assets will increase by $9.20 and will be distributed as follows: 
$4.34 demand deposits, $2.08 time deposits, and $2.77 shares. No 
further expansion can occur, since the unit increase in basic reserves 
(commercial banks’ deposits at the Federal Reserve) is now utilized 
fully. That is, after rounding, commercial banks require $0.87 re- 
serves behind public demand deposits, $0.10 behind public time de- 
posits, and $0.03 for the $0.14 demand deposit reserves held by in- 
termediaries behind their outstanding shares.® 

6. The figures for @ and # were derived from the actual quantities of relevant out- 
standing liabilities of commercial banks and intermediaries (savings and loan banks and 
mutual saving banks) held at the end of 1956. Although the figures rest upon a base 
which is admittedly crude, they do offer some idea of what might be considered a plausi- 
ble increase in liquid assets. Life insurance companies were excluded, for it seems to be 
stretching unmercifully the concept of liquid assets to include policy reserves less policy 
loans. If these were also included, 8 would rise to 2.84, and total liquid assets would rise 
to $17.11. The exclusion of the policy reserves of insurance companies from liquid assets 
seems reasonable, but if our concern were mainly with the changes in financing brought 


about by a change in basic reserves, such an exclusion might be quite unwise. We intend 
to pursue this distinction later in this paper. 
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SoME EFFECTS ON COMMERCIAL BANKS 


These changes in liquid-asset holdings of the community are not 
the only important impacts produced by the rise of intermediaries. 
Commercial banks’ reserve positions and financial operations may 
be affected. Let us assume, therefore, that the public shifts from 
bank deposits to shares, the commercial banks are fully loaned up 
initially, and their total reserves are constant. What happens to 
commercial banks as a result of these net shifts? 

The eifect on banks will differ, depending upon whether the initial 
shift to shares is away from demand deposits or time deposits. Let 
us suppose, first, that the public shifts $1.00 from demand deposits 
to shares. The intermediaries deposit the proceeds in their accounts 
at commercial banks, making new loans equal to their surplus re- 
serves. As of this moment, the public has exchanged $1.00 demand 
deposits for $1.00 shares; the intermediaries now hold $0.05 demand 
deposit reserves at commercial banks and have lent $0.95, which the 
public plow holds as new demand deposits. The net liquid-asset hold- 
ings off the public, consequently, have risen by $0.95, although their 
net hojdings of demand deposits have dropped by $0.05. The volume 
of outstanding demand liabilities and required reserves of commer- 
cial bahks remains unchanged throughout the process. (Even in the 
extremle case in which these loans by intermediaries are exchanged 
again for shares, no change in banks’ reserves or deposits will occur, 
but the net figures for the public’s holdings of liquid assets and de- 
mand deposits will differ. That is, the circulation of checks from the 
public through intermediaries back to the public, and so forth, comes 
to an end when the new shares held by the public rise to $20.00 and 
their originally owned $1.00 demand deposits are held as deposit re- 
serves by intermediaries.) We conclude, therefore, that no direct 
effect upon commercial banks occurs. Banks do not share in the ex- 
pansion of liquid assets, of course, but neither does the growth of 
intermediaries directly threaten their operations. 

Let us now assume that the public initially shifts $1.00 from time 
deposits to shares. This seems to be a more realistic case, for, in 
view of the slight differentiation between them, net shifts are highly 
probable as economic circumstances and preferences change. As be- 
fore, demand deposits of intermediaries expand, permitting them to 
extend new loans. Once the public holds the new loans in the form of 
demand deposits, the situation is as follows: the net holdings of 
liquid assets of the public are up by $0.95, since their time deposits 
are down $1.00; their holdings of shares are up an equivalent 
amount; and they hold, in addition, $0.95 of loan-created demand 
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deposits; intermediaries hold $0.05 demand deposits as reserves at 
commercial banks. If the reserve requirements for demand deposits 
at commercial banks are higher than for time deposits, which is 
normally true, the situation cannot be maintained because banks 
face deficit reserve positions. Let us assume that the required reserve 
ratios are 0.20 for demand deposits and 0.05 for time deposits and 
shares. The net shift of $1.00 from time deposits (originally held by 
the public) to demand deposits (now held by intermediaries and the 
public) requires commercial banks to hold an additional $0.15 re- 
serves. Assuming that banks cannot obtain additional reserves, they 
must contract their outstanding demand deposits by $0.75 in order 
to comply with reserve requirements. Hence net liquid assets of the 
public increase by only $0.20 for each $1.00 shift from time deposits 
to shares. We conclude, consequently, that, in case of such shifts, 
intermediaries ate directly competitive with commercial banks. Un- 
der our set of assumptions, the expansion of loans by intermediaries 
forces a contraction of outstanding loans by commercial banks. 

As the public shifts from bank deposits to shares, the impact on 
commercial banks is not limited to the direct effect on their reserve 
positions. Intermediaries increase the supply of financial funds as 
they invest their surplus reserves, producing thereby secondary or 
indirect effects. Even though the public confines its shifts from de- 
mand deposits to shares (as in the first case), the growth of commer- 
cial banks tends to be retarded. Before analyzing these indirect 
repercussions, however, a few comments about financing and inter- 
mediaries seem necessary. 

We indicated earlier that in the traditional approach the stock of 
money was investigated primarily and that changes in its supply 
paralleled changes in liquid assets and finance. But this parallelism 
need not occur if intermediaries are involved. We have seen, in fact, 
that changes in the stock of money, on the one hand, and in finance 
and liquid assets, on the other, may not even move in the same direc- 
tion. But neither do liquid assets owned by the public and finance 
realistically move together. They undergo parallel movements only 
if the same financial institutions are included as providers of liquid 
assets and suppliers of finance. Until now we have operated under 
this condition by deliberately excluding a major financial institution, 
viz., life insurance companies, from our list of intermediaries. 

The separation of life insurance companies from the list of inter- 
mediaries whose liabilities, when held by the public, provide them 
with liquidity seems well justified. But to exclude these companies 
from the list of financial institutions whose operations supply finance 
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appears highly arbitrary and unreal. They must be included when- 
ever financing operations are under discussion. To exclude them as 
providers of liquid assets and yet include them as suppliers of 
finance means that changes in liquid assets and finance will not move 
together if the public prefers to hold part of its financial assets in the 
form of insurance policies. 

Depending on whether we are essentially concerned with the de- 
terminants of money, liquid assets, or finance, one of three sets of 
financial institutions will need to be investigated. As our inquiry 
progressively broadens from an interest only in money to an under- 
standing of liquid assets and finance, the set of relevant institutions 
expands from only commercial banks to include intermediaries (as 
we have used that term heretofore in this paper) and, finally, life in- 
surance companies. Not only does the analysis grow more complex 
as the number and type of institutions expand, but the absolute size 
of the change involved becomes larger. Whenever basic reserves 
change or the public independently shifts its preferences (and insur- 
ance companies share in the process of change), typically the size 
of the absolute change will tend to be smallest for the stock of 
money, largest for finance, with the change in liquid assets being 
somewhere in between.” 

Intermediaries, including life insurance companies, do compete 
with commercial banks for funds and, when the indirect as well as 
the direct effects of this competition are considered, at least retard 
the growth of the commercial banking system and may force its 
actual decline. The direct effect, as we already know, is limited to 
the adverse impact upon commercial banks’ reserve positions as the 
public shifts from time deposits to shares; no direct inhibiting effect 
results if the shift is from demand deposits to shares.* The indirect 
and adverse effect accompanying the public’s shift from bank de- 
posits to shares develops out of the intensified demand by inter- 
mediaries for investable assets/ As the supply of finance increases 
(shifts to intermediaries generally increase the quantity of liquid 
assets and the supply of finance), if the demand for loanable (finan- 
cible) funds remains constant, intermediaries must offer financing at 
lower rates of return. Although the uses of funds by banks and inter- 
mediaries may not always be directly competitive, interdependence 
among the various segments of the market exists. Consequently, the 


7. The impact of (financial) intermediaries varies considerably, therefore, depending 
upon what is being investigated, a point which is not always recognized or remembered 
by some students working in this field. 

8. The shift of funds to intermediaries, of course, may produce cash drains upon com- 
mercial banks and reduce their reserves, but we are abstracting this obvious factor from 
our analysis. 
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loan and investment conditions under which banks must operate are 
influenced. As old loans are renewed and new ones sought, commer- 
cial banks must provide financing at less remunerative rates in order 
to remain competitive. 

In summary, as the public prefers to hold shares instead of bank 
deposits and if bank reserves remain unchanged, the commercial 
banking system must decline, at least relatively, and grow less profit- 
able. If the public surrenders demand deposits for shares, banks’ re- 
serves are not adversely affected, but their earnings tend to decline 
as intermediaries compete against them for the available investment 
opportunities. Even if the demand for new loans is fairly elastic with 
respect to the (declining) terms of lending, commercial banks can- 
not expand their scale of operations because they possess no surplus 
reserves. Only if new reserves are made available to them, can banks 
offset their declining yields by expanding their volume of lending 
operations. If the public exchanges time deposits for shares, how- 
ever, the continued scale and profitability of commercial banks are 
doubly jeopardized. The competing intermediaries not only force 
down terms of lending but also necessitate higher required reserves 
at commercial banks which, if unobtainable, must force a contrac- 
tion in the scope of commercial banks’ operations and curtail their 
outstanding loans and investments. 


IMPLICATIONS FOR THE POWERS OF THE FEDERAL RESERVE 


Does the rapid rise of intermediaries seriously threaten the gen- 
eral monetary powers of the Federal Reserve? If this question means 
that the Federal Reserve exercises no restraint over the operations 
of intermediaries, that their expansion is uncontrollable, the answer 
is obviously No. Whether the indirect restraints used by the Federal 
Reserve over intermediaries are sufficient is the real question. 

The Federal Reserve has direct control over commercial banks’ 


\ reserve ratios and reserves. At best, it can influence only indirectly 


the reserve requirements of intermediaries and the preferences of the 
public for money and near-monies. The fact that the Federal Re- 
serve lacks direct control over intermediaries’ reserve ratios, how- 
ever, is no cause for serious alarm because these ratios are not 
crucial. Let us suppose, for example, that a finite marginal shares/ 
demand deposit preference exists. Using only that portion of the 
multiplier dealing with shares and demand deposits, even with a zero 
reserve ratio for shares, the expansion of liquid assets and finance is 
limited. In terms of the formula, 
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If we assume that R rises by $1.00, a is zero and B is 0.64, and ra is 
0.20, as we permit the value of 7. to vary over a substantial range, 
only moderate changes in the volume of liquid assets occur. If rs is 
0.20, the change in liquid assets will equal $7.27; if 7s is dropped to 
0.05, the volume of outstanding liquid assets rises to $7.95; and if rs 
is assumed to be zero, the change in the quantity of liquid assets held 
by the public increases only to $8.20. Given what appear to be some- 
what realistic values for the other components of the formula and 
permitting rs to vary widely, if there has been any serious erosion of 
the powers of the Federal Reserve, it cannot be attributed to its in- 
ability to control directly the reserve ratios of intermediaries. 


Does the fact that the Federal Reserve cannot control the public’s, 
preferences between money and near-monies (particularly shares) | 


create a situation in which their powers are seriously vitiated? Can 


the public, in other words, shift willy-nilly toward shares, thereby 
providing intermediaries with continuing access to new funds upon) ~ 
which they can expand? To ask the question is to answer it. This. 


shift is itself restrained by the fact that the public and intermediaries 
have transactions as well as precautionary and speculative demands 
for money balances. As the shift to shares develops and financing in- 
creases, incomes and transactions rise. The volume of liquid assets 
also rises if the shift is not toward holding additional life insurance 
policies. If commercial banks have no surplus reserves, the stock of 
money must decline absolutely (if the shift to shares is away from 
demand deposits) or at least relatively (if the shift is away from 


time deposits). Hence the income and transactions velocities of 


money must increase (in other words, the Marshallian k must de- 
cline). At the beginning of the process, possibly some precautionary 
and speculative money balances were being held. These hoards may 
be used to satisfy rising transactions demands for money by the pub- 
lic and intermediaries, but these hoards are not unlimited. Eventual- 
ly, further economizing with a declining stock of money becomes 
difficult because money and near-monies do not provide, of course, 
equivalent quantities of liquidity to the holder. Money is a special 
asset whose marginal rate of substitution rises as near-monies are 


substituted for it. In any given set of circumstances, consequently, - 


unlimited shifts to shares by the public seem to be controllable by 
these automatic market adjustments, and therefore the potential ex- 
pansion of intermediaries is limited. 

To point out this probability, however, does not completely re- 


solve the problem, for even limited shifts to shares may produce an | 


expansion of financing which may prove detrimental to economic 
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stability. This possibility is most likely if the economy is operating 
at or near full employment, for shifts at this time may well produce 
those aspects of inflation which, in turn, accelerate these shifts away 
from money. The problem that this poses is not insoluble. The very 
fact that the relative size of the commercial banking system is de- 
clining and that the public and intermediaries are economizing-in the 
use of their money balances automatically furnishes the Federal Re- 
serve with a powerful leverage effect. The smaller the quantity of 
money balances held behind incomes, transactions, and assets, the 
greater is the effect on them of a given change in money.’ We 
showed earlier that if commercial banks have no surplus reserves, 
the quantity of outstanding demand deposits held by the public must 
decline relatively or absolutely as they shift away from bank de- 
posits to shares. It is a reasonably simple matter for the Federal Re- 
serve, if it so wishes, to insure that commercial banks will be 
strapped for reserves in these circumstances. The ensuing decline in 
money balances or even their slowing growth should exert a powerful 
influence in bringing to an early halt the shift away from bank de- 
posits and the expansion of indirect finance. 

We cannot agree, therefore, with those students who state: 

The authorities today limit the growth of a relatively diminishing segment of 
this system, making the job of regulating terms of lending correspondingly more 
difficult. 


We are not arguing that general monetary controls cannot do the job at all, 
simply that the job has to be done with outmoded instruments.!° 


, What is outmoded in applying traditional monetary restraints upon 
a diminishing segment of the total financial apparatus if its very 
diminution provides the essential ingredients of leverage! These stu- 
dents write, moreover, of a “diversification schedule,” meaning the 
diversification of asset-holdings among money, near-monies, and 
other assets in accordance with preferences. The idea of leverage is 
inherent in this schedule, given the circumstance that money is a 
\special type of asset. If the Federal Reserve utilizes this leverage to 
‘retain control over the general financial mechanism, this seems to be 
a logical extension of its powers, not the application of outmoded in- 
struments. 

But the argument shifts at this point to different ground. It is con- 
tended that the use of general monetary controls by the Federal 


9. Professor Yeager brought this leverage effect to my attention, pointing out that 
Professor Boulding developed it in his contribution, “A Liquidity Preference Theory of 
Market Prices,” Readings in Price Theory (New York: American Economic Association, 
1952). 


10. Shaw and Gurley, op. cit., p. 16. 
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Reserve is unfair to commercial banks. Professors Shaw and Gurley 
contend: 

. . When other financial intermediaries are expanding too rapidly, the authorities 
are compelled to crack down on the growth of the monetary system, even when 


the monetary system may have been behaving itself in a most admirable way. The 
“good boy” may have to be punished for the actions of the “bad boys.”!1 


To avoid punishing commercial banks unfairly, so the argument 
runs, controls must be extended over all financial intermediaries. 

But where is the unfair discrimination against commercial banks? 
Their demand tiabititiés are not the same as those of other financial 
intermediaries. Unfair discrimination would exist, of course, if com- 
mercial banks were exactly like other intermediaries and yet they 
alone were subject to Federal Reserve controls. But this is not the 
case. Money, being different from all other assets, the institutions 
privileged to create and destroy it are subject to different, but not 
discriminatory, regulations. Moreover, to subject these other inter- 
mediaries to regulations which are the same as, or even quite similar 
to, those now applying to commercial banks might be regarded as 
unfairly discriminating against these intermediaries. 

Quite possibly the relative growth of the commercial banking 
system will be retarded as the Federal Reserve uses its general 
monetary powers to restrain excessive financial expansion. But the 
Federal Reserve is not responsible for this retardation. It is the pub- 
lic, after all, which has freely chosen to hold a greater proportion of 
its total financial assets in shares and not in bank deposits. This 
choice enables other intermediaries to expand their operations, and 
their expansion is in accordance with public preferences. The only 
responsibility of the Federal Reserve is to prevent these shifts from 
producing unwarranted monetary and financial expansion. Restrain- 
ing monetary policies enable the Federal Reserve to discharge its 
responsibilities. As an unplanned side effect, the relative sizes of 
competing financial intermediaries conform more closely to changing 
diversification schedules of the public. Py 

We conclude, therefore, that the rapid growth of intermediaries 
does not appear to threaten seriously, if at all, the general monetary 
powers of the Federal Reserve. The exercise of these powers against 
inflationary pressures may well reduce the relative size of the com- 
mercial banking system, but this need not disturb us. In view of the 
special attributes of money per se, the continued existence of the 
commercial banking sector seems well assured. 

11. Ibid., p. 17. 
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A COMMENT ON “THE FEDERAL HOME LOAN BANK 
SYSTEM AND THE CONTROL OF CREDIT” 


CuHarLEs F. Haywoop 
University of Mississippi 


In “THE FepERAL Home Loan Bank System and the Control of 
Credit” (Journal of Finance, XII [1957], 319-32), Gordon W. Mc- 
Kinley set forth an erroneous analysis in support of the view that 
there is little or no need for the monetary authorities to exercise 
greater control over savings intermediaries. The principal errors in 
his analysis can be demonstrated by reconsidering the three ques- 
tions he sought to answer (p. 320). 

1. Do commercial banks alone among private institutions have 
the ability to create money? Defining money as “anything which is 
normally, consistently, and generally used as a store of value and/or 
a medium of exchange” (p. 321), McKinley answered this question 
in the negative. What McKinley defined, however, is not money but 
assets. The unique property of money is that it serves as a store of 
value and as a medium of exchange. It is true that all stores of value 
which do not serve as means of payment are, in varying degrees, sub- 
stitutes for holding money, but it is unnecessary and actually extir- 
patory of correct analysis to include these substitutes in the concept 
of money. 

If the concept of money is not restricted to those things serving as 
a medium of exchange, the concept of the velocity of the circulation 
of money, which McKinley misapprehended but did not abandon in 
his analysis, loses its significance. One can speak of time deposits, 
savings and loan shares, etc., as having a certain “rate of turnover,” 
but this is not the same concept as the velocity of the circulation of 
money. Time deposits and other savings claims turn over against 
money. In the same sense one can speak of the rate of turnover of 
inventories, real estate, used cars, or any other non-money asset. 
The turnover of money and the turnover of time deposits, savings 
and loan shares, and other non-money assets are obverse phenomena. 

Savings intermediaries, including the savings departments of com- 
mercial banks, do exert a quantitative effect upon monetary magni- 
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tudes. However, this effect is not on the quantity of money, as Mc- 
Kinley contended, but on the velocity of the circulation of money. 
By issuing very liquid substitutes for holding money, savings inter- 
mediaries make it quite easy for spending units to vary their ratios 
of total outlays to money balances. McKinley’s analysis not only 
failed to delineate this velocity effect but actually obscured it, be- 
cause of his incorrect definition of money. 

2. Does the Federal Reserve at present exercise practical influ- 
ence on all savings intermediaries? It is one thing to show that sav- 
ings intermediaries are not free of Federal Reserve influence and 
quite another thing to show that the Federal Reserve can control 
these intermediaries so that their operations are not destabilizing. 
McKinley drew the latter conclusion, although his arguments (pp. 
325-28) demonstrated only the former. 

In the face of a tight-money policy, savings intermediaries may 
find, as McKinley argued, that it is more difficult to induce spending 
units to give up demand deposits in exchange for savings claims, but 
a tight-money policy also raises yields on earning assets, thereby 
providing savings intermediaries with the means and incentive for 
more aggressive expansion of liabilities. Far from exercising effective 
control over the total of liabilities of savings intermediaries, Federal 
Reserve policy may contribute to destabilizing changes in the rate 
of expansion of the liabilities and, hence, the lending capacity of sav- 
ings intermediaries. 

There is more reason to believe that Federal Reserve policy may 
influence the composition of assets of savings intermediaries than 
the total of their assets and liabilities, but even here the evidence is 
not nearly so conclusive as McKinley asserted. The decline in secu- 
rity prices associated with a tight-money policy may make savings 
intermediaries less willing to shift from securities to loans, but does 
this effect do any more than temper a strong, destabilizing shift? 
Effective control must surely go beyond the partial mitigation of 
destabilizing forces. It would have been helpful if McKinley had 
documented his allusion to the “clear statistical evidence in studies 
made by the Federal Reserve Board.” 

3. Do the Federal Home Loan Banks create money, and, if so, 
should their policies be consciously co-ordinated with those of the 
Federal Reserve? McKinley gave an affirmative answer to the first 
part of this question and a qualified negative answer to the second 
part, but unfortunately he failed to pose here the really pertinent 
question. That the Federal Home Loan Banks create certain deposit 
balances which members use as a means of payment is not crucial to 
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the issue of whether their policies should be “consciously co-ordi- 
nated” with Federal Reserve policies. The relevant point is that, by 
making advances to members, the Federal Home Loan Banks pro- 
vide a source of marginal liquidity in much the same way and with 
much the same effects as any central bank performing the function 
of lender of last resort. By varying the cost and availability of ad- 
vances, the Federal Home Loan Banks not only alter the distribu- 
tion of lendable funds but also affect the capacity of the entire finan- 
cial system to hold debt, i.e., its capacity to generate lendable funds. 

McKinley conceded that in recent years the Federal Home Loan 
Banks “may have been motivated by a desire to exercise selective 
control over credit flows” and that “such use of their powers appears 
to be beyond the compass of legislation establishing the Banks and 
suffers also from the difficulty of co-ordination with Federal Reserve 
policy” (p. 332). What McKinley failed to recognize even in this 
regard, however, is that, whether or not the Federal Home Loan 
Banks are “motivated by a desire to exercise selective control,” they 
must at all times have some conscious policy with respect to the cost 
and availability of advances to members, and such policy, whatever 
it may be, has an effect upon the distribution of lendable funds. 

Over and above this qualitative effect, the operations of the Fed- 
eral Home Loan Banks have a quantitative effect, because the banks 
are part of the mechanism determining the capacity of the financial 
system to generate lendable funds and to alter the velocity of the 
circulation of money. To attempt to measure the importance of the 
Federal Home Loan Banks in this regard would extend these re- 
marks beyond the space limitations of this comment. Whether the 
quantitative aspects of the operations of the Federal Home Loan 
Banks should be consciously co-ordinated with Federal Reserve 
policy is part of the broader problem of controlling changes in the 
velocity of the circulation of money. 

It would be presumptuous to attempt within the space limitations 
of a comment to make a case that the Federal Reserve should have 
greater control of savings intermediaries. One thing is clear, how- 
ever, McKinley’s approach is not the way to demonstrate that such 
control is not necessary. 
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REPLY 


Gorpon W. McKINLEy 
Prudential Insurance Company of America 


1. THE DISCUSSION IN the second, third, and fourth paragraphs of 
Haywood’s “Comment” is strikingly similar to the arguments ad- 
vanced by the hard-money advocates of the nineteenth century, who 
claimed that paper money is not really money but only a “substi- 
tute” for money. In the early twentieth century, it was similarly held 
that bank deposits or checks are not really money. Haywood pro- 
vides the modern version by labeling savings deposits as “substi- 
tutes” for money. 

Haywood’s discussion of the terms “velocity” and “turnover” is 
identical with the argument used historically to show that bank 
deposits are not money because they simply increase the velocity of 
the coin and paper money which is held as reserves in the banking 
system, or, to use his terminology, demand deposits do not have 
velocity but only a “rate of turnover” because they turn over 
“against money,” the latter being thought of as coin and paper 
money. Haywood does not seem disturbed by the fact that his logic 
leads him to conclude that savings deposits are more like “inven- 
tories, real estate, and used cars” than they are like demand deposits. 

My position is that there is no clear line, such as Haywood draws, 
between what is money and what is not money. Whether one chooses 
to include savings deposits under the term “money” is a question of 
semantics, not economics. In my article I chose to call deposits at 
savings and loan associations “money” only to draw attention to the 
fact that changes in the volume of such deposits do have an impor- 
tant effect on the volume of business activity and the level of prices, 
though not so great an effect, as I clearly pointed out, as do changes 
in the volume of demand deposits. 

2. Haywood is so concerned with my definition of money that he 
misses the fact that in the section of the article dealing with “Do 
commercial banks alone among private institutions have the ability 
to create money?” my emphasis is on the word “create,” not the 
word “money.” It is my position that institutions such as savings 
and loan associations create highly liquid assets (of a type which 
influences prices and business activity); that this creation is accom- 
plished in exactly the same manner as is the creation of liquid assets 
by acommercial bank; and that it is misleading to state, as Haywood 
does in his fourth paragraph, that savings and loan associations do 
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not create liquid assets but simply increase the velocity or change the 
direction of flow of liquid assets created by the commercial banking 
system. A more detailed discussion of this point appears in a chapter 
of a forthcoming book. 

3. In Haywood’s section 2, he holds that a tight-money policy, by 
raising yields on (newly acquired) earning assets, provides savings 
intermediaries with “the means and incentive for more aggressive 
expansion of liabilities.” Although the incentive is obvious, Haywood 
does not explain the “means” by which liabilities are to be expanded. 
If he has in mind offering a higher return to savers, this will provide 
the “means” only on the assumption that a relatively small rise in 
interest rates will increase total savings. It should be remembered 
that the competitive movement of savings between different types of 
savings institutions in response to interest-rate differentials does not 
increase the total of such savings. 

It should also be remembered that the total interest earnings of 
commercial banks are more quickly affected by changes in yields 
than are the interest earnings of purely savings institutions, so that 
commercial banks can more quickly offer higher interest rates to 
attract savings. If there is any merit at all in this section of Hay- 
wood’s comment, it would seem necessary to conclude that a tight- 
money policy is inflationary because it provides “the means and in- 
centive for more aggressive expansion of liabilities” of all financial 
institutions, including the commercial banks. This is certainly a 
novel conclusion. 

4. The position taken in my article was that the Federal Home 
Loan Banks do affect the direction of credit flows (i.e., they do exer- 
cise selective credit control), but they do not ordinarily affect the 
total of funds available (i.e., they do not exercise quantitative con- 
trol). Haywood states that the Banks exercise both qualitative and 
quantitative control. 

My article pointed out that the Banks could exercise quantitative 
control but that, since they follow the policy of relatively full invest- 
ment at all times, they do not in practice exercise such control. To 
exercise quantitative control, an agency must either have the power 
of note issue or be willing to vary the ratio of its cash reserves to 
earning assets. When the Federal Home Loan Banks hold govern- 
ment securities, their quantitative contribution to the supply of 
liquid assets is just as great as when they hold the obligations of 
member associations, a point which Haywood seems to have over- 
looked. 


1. Herbert V. Prochnow (ed.), The Federal Reserve System (New York: Harper & 
Bros., 1958), chap. x. 
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ABSTRACTS OF DOCTORAL 
DISSERTATIONS 


VALUATION OF INVENTORIES FOR 
INCOME TAX PURPOSES* 


J. F. BARRON 
University of California at Los Angeles 


THE VALUATION OF inventories is important for income tax purposes 
because the income tax is levied on stated profits. Different methods 
of valuing the inventory will, when prices are changing, produce 
different costs of goods sold, different stated profits, and different tax 
liabilities. 

When prices are rising, the Lifo method will result in lower stated 
profits (and taxes) than Fifo. The opposite is true when prices are 
declining. 

Until 1938 the Treasury, in its interpretation of the tax law, con- 
sistently refused to allow Lifo to be used in computing taxable in- 
come. As a result of taxpayer efforts, Lifo was legalized for income 
tax purposes in the Revenue Acts of 1938 and 1939. After 1939 the 
Treasury’s attitude toward Lifo was one of restricting its use to a 
narrow category of industries. Taxpayer efforts after 1939 were 
directed at broadening the category of industries to which Lifo could 
be applied for income tax purposes. These efforts were rewarded by 
a 1947 Tax Court decision in which it was ruled that Lifo was appli- 
cable, for income tax purposes, to a wide variety of taxpayers. 

From the standpoint of the firm, the only factor in the economy 
which appears to be unfavorable to the use of Lifo for tax purposes 
is the requirement that Lifo, once elected, must be used thereafter 
until the Treasury grants permission to use another method. Other 
factors in the economy appear more than to offset this requirement. 

Subsequent to achieving the right to use Lifo for income tax pur- 
poses, as granted by the Revenue Acts of 1938 and 1939, and after 
the decision by the Tax Court broadening the applicability of Lifo, 
taxpayers’ efforts have been directed toward obtaining the privilege 
of using the principle of the lower of cost or market in conjunction 
with Lifo. The majority of the arguments presently advanced by 


* A dissertation completed at the University of Washington in 1957. 
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proponents of this valuation principle appear not to warrant the 
legalization of this method for use in a with Lifo in the 
computation of taxable income. 

The use of Lifo for income tax purposes appears, on balance, to 
introduce an element of instability into the economy. When used for 
income tax purposes, Lifo serves to insulate its users from the effects 
of automatic stabilizing devices and from the effects of discretionary 
tax-rate changes designed to counteract cyclical activity. 

The effectiveness of Lifo as a method of improving the manner in 
which taxes are distributed among taxpayers appears to be doubtful. 
There seems, on balance, to be no compelling reason to advocate de- 
vices designed to stimulate the adoption of Lifo for tax purposes, in- 
sofar as its effect upon the economy is concerned. 

The increased popularity of Lifo and the approval with which it is 
regarded by the business community appears to be primarily a tax 
phenomenon. It is doubtful that Lifo would be used by more than a 
handful of industries in the absence of a combination of rising prices 
and rising tax rates. 
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SOME STUDIES IN MONETARY POLICY, INTEREST 
RATES, AND THE INVESTMENT BEHAVIOR OF 
LIFE INSURANCE COMPANIES* 


ANDREW FELTON BRIMMER 
Michigan State University 


THE INVESTMENT ACTIVITIES of life insurance companies are fre- 
quently in conflict with Federal Reserve monetary policy. This was 
quite obvious when the System was pegging the government bond 
market, but the conflict also existed during the 1920’s, World War 
II, and the 1952-53 expansion period. Since the assets of these insti- 
tutions will continue to increase rapidly, an effective monetary policy 
must directly influence their lending as well as that of commercial 
banks. 

The thesis consists of four parts, each with three chapters. Part I 
shows that the rise of non-bank financial intermediaries (especially 
life insurance companies) makes it necessary to develop new theories 
and techniques of financial control. One possibility is suggested in 
the theory of credit availability, which holds that, by effecting small 
changes in government bond yields, the central bank can strongly 
influence lending by non-bank financial institutions. This theory, 
however, is a poor guide to policy, since potential capital losses—the 
pivot of the mechanism—affect investment decisions after a con- 
siderable time lag and then are weak and temporary. 

Part II contains background data on the life insurance business, 
and in Part III the investment behavior of life companies in the 
capital market is studied. It is argued not only that governments 
serve as a residual source or use of life companies’ funds but that 
they also serve as the primary standard to measure the investment 
qualities of private obligations. In general, it is shown that life com- 
panies buy governments (1) when there is a small supply of higher- 
yielding private obligations meeting minimum credit risks and (2) 
when the yield spread between governments and private obligations 
becomes relatively narrow—thus increasing the attractiveness of 
governments as investments. The analysis demonstrates that deci- 
sions of portfolio managers to shift funds from government securities 
to other uses have posed serious obstacles to the successful execution 
of monetary policy. 


* A dissertation completed at Harvard University in 1956. 
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In chapter viii, life insurance companies’ acquisition of corporate 
bonds is examined. The study shows that the growth of direct place- 
ments (in which life companies have a major role) has considerably 
shrunk the traditional corporate bond market and has greatly re- 
duced reliance on investment banking houses to finance corporate 
expansion. 

Life companies’ purchases of mortgages are analyzed in chapter 
ix. The spread of amortization, the increased loan-to-value ratios, 
and the use of federal insurance or guaranties (covering almost half 
the loans made) have all combined to make real estate mortgages ex- 
tremely attractive to these investors. In fact, life companies seldom 
hesitate to replace low-yielding government securities with mort- 
gages, and at times during the postwar years such actions have im- 
peded Federal Reserve policies. 

Several questions collateral to life companies’ investment behavior 
are discussed in Part IV. It has been suggested that these companies 
should greatly increase their purchases of equity securities. A strong 
case can be made in support of this proposition, but these companies 


are not likely to expand their holdings of equities appreciably—al- — 


though, even under existing regulations, they could more than 
double their ownership of common stocks. Instead, they will prob- 
ably continue to invest primarily in debt obligations. Since life com- 
panies’ assets may well double during the next decade, it is argued in 
chapter xi that they may exert a steady downward pressure on the 
structure of long-term interest rates. 

In the final chapter it is concluded that the activities of life insur- 
ance companies in the capital markets have greatly transformed 
methods of private financing and at times have obstructed the effec- 
tive execution of Federal Reserve monetary policy. It is argued 
further that their role in these markets will expand in the future and 
that some type of federal control over their investment policies 
should be devised to mesh their activities more closely with the aims 
of public policy. 
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PUBLIC POLICY TOWARD TAX DEPRECIATION 
ALLOWANCES* 


Dwicut S. BROTHERS 
Rice Institute 


THIS DISSERTATION Is A study of past and present public policy to- 
ward tax depreciation allowances in the United States and of the in- 
fluence of this policy on business decisions and the functioning of the 
economy. Tax depreciation policy and the effect of changes in such 
policy on business investment decisions, the aggregate amount of in- 
vestment expenditures, and resource allocation are of principal con- 
cern; but the relationship between changes in tax depreciation policy 
and business decisions regarding prices, dividends, and other ex- 
penditures is also considered. 

It is found that in most circumstances the direction in which busi- 
ness investment expenditures tend to be influenced as a result of 
change in tax depreciation policy is determinable but that, at best, 
only rough estimates of the extent to which such expenditures are 
influenced are possible. It is also found that, while adjustments in 
prices, in dividend disbursements, in wage and salary levels, and in 
certain other tax-deductible business expenditures may result as a 
consequence of change in tax depreciation policy, usually any influ- 
ence exercised by such a policy change on business decisions con- 
cerning these matters cannot be isolated. And it is concluded that 
change in tax depreciation policy is not likely to be effective when 
employed as a contra-cyclical fiscal-policy measure. 

Discussion of changes in public policy toward ordinary tax depre- 
ciation allowances instituted in 1934 and 1954 and of those special 
rapid amortization programs introduced in 1940 and 1950 consti- 
tutes a substantial portion of the dissertation. However, all sig- 
nificant changes in tax depreciation policy which have occurred since 
such policy was initially established in 1909 are described and com- 
mented upon. 

The dissertation is divided into seven chapters. Following the in- 
troductory chapter are three chapters of a theoretical nature, in 
which the effects of hypothetical changes in tax depreciation policy 
on business decisions and the functioning of the economy are investi- 
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gated. This theoretical section is followed by two chapters in which 
past and present tax depreciation policy is described and the effects 
of changes which have occurred in this policy are analyzed. Separate 
consideration is given to public policy toward ordinary tax deprecia- 
tion allowances and to extraordinary tax allowances for capital costs 
which have been provided for during periods of national emergency. 
In the final chapter the principal arguments and conclusions are 
briefly summarized, and several observations are made with refer- 
ence to future tax depreciation policy. 
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GUARANTEED RENEWABLE DISABILITY 
INSURANCE* 


OLIVER DoNALD DICKERSON, JR. 
Florida State University 


Topic 


GUARANTEED RENEWABLE DISABILITY insurance includes contracts 
issued to individuals and covering disability resulting from both 
accident and disease contracted during the working life. The policies 
are not cancelable by the company during their term and are guaran- 
teed renewable during the normal period of the insured’s working 
life. Since long-term disability, lasting five years or more, produces 
the greatest economic impact and represents the largest potential 
market, contracts providing such benefits are given primary con- 
sideration. The main purposes of this work are to describe the busi- 
ness and to determine whether such long-term contracts may be 
issued safely. 


METHOD 


The previously available material in this area has been scattered 
in rather inaccessible sources. The organization, combination, and 
presentation of this material from secondary sources is one main 
objective of this work. An extensive analysis of company practice in 
regard to policies issued, underwriting requirements, rate bases, 
premiums, and marketing factors is derived from a questionnaire 
sent to all companies writing this type of business. A statistical 
analysis of premiums and losses, disability incidence and severity, 
and the causes of disability is included. Interviews and correspond- 
ence with company officials provided considerable information. 


FINDINGS 


The loss of earning power and wealth from disability exceeds $20 
billion annually in the United States. This represents perhaps the 
most fertile field for the development of private insurance. The 
financial impact of long-term disability is rarely met by insurance, 
since most available coverages are limited in availability, short in 
duration, or low in amount of benefit. 

The age-specific probability of long-term disability is about the 
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same as that of death and increases with age at an increasing rate. 
The main factors producing disability are the same as the main 
causes of death. 

Despite the high frequency and severity of loss, insurers have 
been reluctant to provide guaranteed renewable protection against 
long-term disability. The poor experience of companies in this field 
during the great depression is largely responsible for this attitude. 
Inadequate data for determining premiums, weak underwriting, and 
a too generous claim policy were among the major reasons for these 
losses. 

Difficulties of properly defining disability, problems of moral 
hazard, the dangers of overinsurance, and the difficulties of obtaining 
sound and applicable data have caused many companies to avoid the 
line entirely and others to approach only with the greatest caution. 
However, there are over sixty companies active in the field, some 
issuing contracts with benefits payable until age sixty-five or, on a 
limited basis, for life. 


CONCLUSIONS 


Statistical data now available provide a sound basis for comput- 
ing premiums and reserves. If the knowledge gained in regard to 
claim and underwriting safeguards is utilized properly, the present 
popular ten-year sickness benefit contract should prove profitable. 
While a serious depression could produce losses, a decline of the 
magnitude experienced during the 1930’s seems very unlikely. Ex- 
perimentation with longer-term benefits running to age sixty-five or 
so is a heartening recognition by some companies of the magnitude 
of the need. Experience under these forms is too limited to determine 
whether the problems of moral hazard and overinsurance can be 
controlled by underwriting. However, it seems likely that, with an 
earned-income type of disability definition and an other-insurance 
clause with teeth in it, such contracts may be safely issued by car- 
riers with sound underwriting and claim policies. Aggressive market- 
ing of present types of policy and the development of appropriately 
safeguarded longer-term benefit contracts should result in a many 
fold expansion of present premium volume and go far toward meet- 
ing the needs of the public for sound long-term disability protection. 
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REAL ESTATE CREDIT CONTROLS AS A SELEC- 
TIVE INSTRUMENT OF FEDERAL 
RESERVE POLICY* 


Davin P. EastBuRN 
Federal Reserve Bank of Philadelphia 


SELECTIVE CONTROL OF stock-market credit is widely accepted; con- 
trol of consumer credit is hotly debated; little attention has been 
paid to selective control of real estate credit, despite the fact that it 
was in effect (as Regulation X) for about two years in 1950-52. The 
purpose of this paper is to analyze the experience of the Federal Re- 
serve authorities with real estate credit controls during that period. 

As background, Part I contains an analysis of the principles of 
such controls. Examination of the importance of real estate and real 
estate credit and their extreme instability in the past suggests that 
developments in this sector of the economy are of great significance 
for monetary policy. General credit controls can contribute toward 
more stability in this field, not through their effect on the demand 
for real estate credit, but primarily by their influence on the supply. 
General controls are particularly effective when rates on FHA and 
VA loans are held artificially low; but even if FHA and VA rates 
were free to rise in response to market forces, general controls prob- 
ably would still have some restrictive effect, largely because rates on 
mortgages tend to be somewhat sticky. 

Selective controls differ from general controls primarily in their 
directness. They apply directly to the specific sector of real estate 
credit, they affect all lenders directly, and they impose requirements 
directly on those who seek to buy real estate. Probably for this last 
reason it is sometimes stated that selective controls impinge on the 
demand for credit, while general controls affect supply. Strictly 
speaking, this is not so. In both cases a reduction in the amount bor- 
rowed comes about from a shift in the supply curve of credit. Selec- 
tive controls restrict the amount borrowed principally through two 
devices: the down-payment requirement, which is essentially a li- 
quidity requirement, and the monthly payment, which is an income 
requirement. 

The operation of real estate credit controls in 1950-52 had two 
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main aspects—policy and administrative. By “policy” is meant the 
formulation and alteration of the instruments of control—the down 
payment, maturity, and amortization requirements. Much of Part II 
deals with this aspect of real estate credit controls. Administrative 
aspects which are analyzed include a description of the administra- 
tive organization established to implement the regulations, definition 
of the scope of the regulations, and problems of enforcement. 

The conclusions are directed toward an answer to the following 
question: Is selective control of real estate credit to be recom- 
mended? While experience in 1950-52 demonstrates that such con- 
trols can be effective in restricting credit and construction activity, 
an answer rests on other considerations as well. How effective are 
general credit controls and direct controls? What is one’s attitude 
toward the selective approach to credit control? Assuming that one 
is not opposed to selective controls in all circumstances, the case for 
real estate credit controls would seem to depend on the economic 
environment. Under ordinary peacetime conditions, general credit 
controls are likely to be effective in restricting real estate credit, 
especially if FHA and VA rates are fixed. In all-out war, direct con- 
trols would be used to limit construction activity. But, in partial 
mobilization, general credit controls might not be sufficiently re- 
strictive, and direct controls are not likely to be very effective. The 
strongest case for real estate credit controls would seem to be in 
such conditions of partial mobilization. 
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MONETARY POLICY AND THE PUBLIC DEBT* 


JoHn H. KAREKEN 
University of Minnesota 


BROADLY PUT, THIS thesis is a study of monetary and debt-manage- 
ment policies during the years 1940-55. The main point of focus is 
the controversy between the Treasury and the Federal Reserve. 

The thesis is divided into three parts. Part I covers the develop- 
ment of monetary and debt-management policies up until the time of 
the “accord.” First of all, an attempt is made to show how events in 
the financial sector of the economy which took place in the late 
1930’s influenced wartime monetary and debt policies. This is fol- 
lowed by a discussion of the over-all financial policy of the war 
years, the primary aim of which is to demonstrate how wartime 
policy contributed to the postwar monetary dilemma (i.e., whether 
or not, in the face of a vastly altered public debt structure, to pro- 
ceed to a flexible monetary policy). Against this background, the 
major policy positions adopted and actions taken by the Treasury 
and the Federal Reserve between the end of the war and the “ac- 
cord” are analyzed in quite some detail. The main conclusion of this 
section is that the Treasury erred in opposing for so long the Sys- 
tem’s desire to raise short-term interest rates but that its position on 
long-term rates was essentially sound. 

Perhaps the most interesting aspect of the discussions of the post- 
war monetary problem was the development of the so-called “new 
theory” of credit control (sometimes referred to as the “Roosa” or 
“availability doctrine”), the aim of which was to demonstrate the 
compatibility of flexible monetary policy and the existence of a large 
public debt. Part II of the thesis is devoted to an examination of this 
doctrine. First, the new theory is outlined; then it is interpreted in 
terms of the categories of supply and demand; and, finally, its 
formal properties are considered. The most important conclusion of 
Part II is as follows: (1) That so long as market imperfection (i.e., 

* A dissertation completed at the Massachusetts Institute of Technology in 1956. The 
substance of this dissertation is contained in the following articles: “Lenders’ Preferences, 
Credit Rationing and the Effectiveness of Monetary Policy,” Review of Economics and 
Statistics, August, 1957; “Monetary Policy and the Public Debt: An Appraisal of Post- 
war Developments in the USA,” Kyklos, November, 1957; “Post-accord Monetary De- 


eng 9 in the USA,” Quarterly Review of the Banca Nazionale del Lavoro, Septem- 
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non-price credit rationing) is assumed, the new theory does indeed 
provide an explanation of how very small, System-induced increases 
in yields on government securities can be effective in restraining 
private credit expansion, no matter what the value of the interest 
elasticity of the demand for private funds. (2) When only the asset 
preference hypotheses of the new theory are considered, however, 
the doctrine is subject to the same limitations as those governing 
other versions of the theory of monetary control, i.e., the effective- 
ness of these small, System-induced increases in yields on govern- 
ment securities will depend in a crucial way on the behavior of the 
demand side of the private credit market. (3) In a sense, the most 
important question relating to the new theory, no matter which inter- 
pretation of it is selected, is the empirical validity of the asset prefer- 
ence hypotheses dealing with private lenders’ behavior. 

In the final part of the thesis the asset preference hypotheses of 
the new theory are set against the actual experience of the post- 
accord period. As a first step, the hypotheses are presented in detail 
and (where necessary) reformulated operationally. Then the diffi- 
culties of testing the hypotheses are taken up, after which the rele- 
vant data are presented. As one might suspect, the evidence is by no 
means conclusive; it does suggest, though, that it was a factor 
neglected by the new theory—namely, the behavior of non-financial 
corporations and individual lenders—and not the behavior outlined 
in the hypotheses under investigation that accounted for the com- 
patibility of flexible monetary policy and the existence of a large 
public debt. 

As a concluding note, this neglected aspect of postaccord develop- 
ments is considered. Here the conclusion is that the existence of a 
large short-term public debt, because it serves as a mechanism for 
increasing income velocity, does reduce the effectiveness of classical 
monetary measures. In a word, the transfer of short-term govern- 
ment debt from institutional to non-institutional in periods of credit 
restraint lengthens the operational lag in monetary policy. 
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NON-FISCAL GOALS IN THE NEW ZEALAND 
TAX SYSTEM* 


Louise P. LERDAU 
New York Metropolitan Region Study 


RELYING EXTENSIVELY ON Parliamentary Debates and Papers, this 
thesis analyzes the non-fiscal goals of seven major components of the 
New Zealand tax system. It further attempts to show how and to 
what extent these goals have been achieved. 

The tariff was used partly to protect domestic industry, especially 
manufacturing. The relationship between import prices and the 
value of imports indicates that the tariff did little to reduce total 
import expenditures. Labor-force distribution figures show that the 
relative expansion of manufacturing expected by protectionists did 
not materialize. A study of the productivity of individual manufac- 
turing industries and of their shares of their local markets indicates 
that protection was of varying effectiveness. Protection probably 
affected the allocation of resources mainly within the manufacturing 
sector, increasing the number of firms operating and the variety of 
goods produced. 

Excises on beer, sugar, and tobacco were levied on commodities 
imported as well as on those produced domestically. The sugar ex- 
cise preserved an existing, effective level of protection. The beer ex- 
cise was levied mainly for revenue, probably because, as price com- 
parisons and a study of the local industry’s share of the market indi- 
cate, protection was unnecessary. Tobacco excises were to produce a 
tobacco-growing and manufacturing industry. They did not accom- 
plish the former and were unimportant in the eventual establishment 
of the latter. They now seem unnecessary to enable domestic manu- 
facturers to compete in price with imports. 

The aims of death duties were the raising of revenue based on 
ability to pay and the redistribution of property. Descriptions found 
in parliamentary debates of the progressivity and of the redistribu- 
tion effect were translated into graphic devices for comparing suc- 
cessive estates taxes. The more radical political parties made greater 
efforts to reduce the size of average rate brackets, thereby making 
the tax more continuously progressive. Otherwise, political differ- 
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ences in promoting progressivity were small. The Liberal party 
seemed most consistently interested in achieving a greater redistri- 
bution effect. 

The 1891 land tax was expected to equalize the distribution of 
rural landownership. However, a comparison of changes in the 
equality of distribution and in rural land use suggests that any 
greater equality was due more to the development of dairying and to 
the smaller holdings associated therewith than to the land tax. 

The income tax was designed to produce revenue according to 
ability to pay. Concepts of assessable income, the taxable unit, de- 
ductions, exemptions, and rate schedules are studied to show the 
exact meaning of this principle. 

Taxation according to ability to pay was assumed to insure equal- 
ity of sacrifice and is thus part of New Zealand’s general egalitarian- 
ism. This principle was often sought by introducing tax bases such 
as land, property, and income. Studying the relative importance of 
revenue from such bases, it appears that the more radical political 
parties did more to increase the role of ability to pay taxes as a 
whole, although the more conservative political parties sometimes 
did more to increase the progressivity of the personal income tax. 

New Zealand’s reputation for social pioneering does not rest upon 
her tax system, but the factors that influenced pioneering in other 
fields did affect the course of individual taxes. 
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THE STOCK EXCHANGE: ITS ROLE AT VARIOUS 
STAGES OF CAPITALIST DEVELOPMENT* 


GIuLIO PONTECORVO 
Bowdoin College 


THE PROCESS OF CAPITAL accumulation—the transformation of sav- 
ings into real capital assets—is a crucial issue in any economic sys- 
tem. In a capitalistic economy the capital market and the stock ex- 
change are the agencies which connect the savers in the society, the 
sources of funds, with the users of funds. This study examines the 
performance of the stock exchange and the capital market at various 
periods in English and American history. 

The principal conclusion is that the role of the stock market and 
the capital market in economic affairs has undergone great changes. 
The causes of the observed changes in the role of the markets are 
rooted in fundamental changes that have occurred in the underlying 
economic organization that the capital market and stock exchange 
are organized to serve. The shift from a commercial to an industrial 
economy, the particular problems involved in financing internal im- 
provements and a national transportation system in the United 
States, and especially the shifting position of government in econom- 
ic affairs have seriously affected the role of the stock exchange and 
the capital market. 

The first three chapters analyze the origins and early development 
of the stock exchange and the capital market in England and the 
United States. In both countries the initial impetus for the develop- 
ment of the market was the necessity of meeting the financial needs 
of the state. 

The construction of a national railroad system and the attendant 
problems of railroad finance became the basis for the American 
capital market and stock exchange and also helped give the markets 
their orientation toward speculation and purely private financial 
transactions. With the completion of the essential parts of the rail- 
road network in the late 1880’s, American finance capitalism shifted 
its attention to the opportunities for merger and combination in in- 
dustrial units. 

While the orientation of the financial hierarchy shifted, the opera- 
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tional conditions in the market retained the same basic orientation. 
The great crash in 1929 marked the end of this phase of develop- 
ment; for some time previously, however, structural changes had 
been occurring, both in the financial sector and in the economy, that, 
with or without the crash, would have caused a reorientation in 
American finance. The creation of the Federal Reserve System, the 
rebirth of government financial activity as a result of war and de- 
pression, and the change in the savings pattern all combined to in- 
crease regulation of and specialization in the capital market and on 
the stock exchange. 
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A STUDY OF THE COUNTERCYCLICAL ASPECTS 
OF TOTAL GOVERNMENT FISCAL 
POLICY, 1929-40* 


ANSEL M. SHARP 
Oklahoma State University 


THE PURPOSE OF THIs study is to investigate the countercyclical as- 
pects of federal-state-local fiscal policy during the period of 1929-40 
and to consider the implications of this analysis as it relates to the 
feasibility of co-ordinating countercyclical fiscal policy at all three 
levels of government. 

There are serious limitations to a co-ordinated federal, state, and 
local fiscal program for economic stabilization. These limitations are 
(1) the bias of state and local tax structures in favor of taxing con- 
sumption and the inflexibility of state and local tax structures; (2) 
the legal, institutional, and market difficulties experienced by state 
and local governments in obtaining credit; (3) the inability of state 
and local governments to stabilize capital expenditures; (4) the 
over-all failure of total government net spending to be properly 
timed, co-ordinated, and of a sufficient magnitude to replace the 
deficiency in private spending. 

A long-run vision will envisage progress in overcoming many of 
the difficulties of state and local governments; however, the imme- 
diate emphasis of this study is on the encouraging findings that 
would seem to verify the feasibility of a co-ordinated fiscal program. 
These encouraging factors were as follows: (1) During the 1930’s 
social and economic conditions fostered a higher level of federal- 
state spending, reflecting a growing sense of responsibility for eco- 
nomic stabilization. (2) State-local tax and spending structures be- 
came more centralized during the 1930’s, with state taxes and spend- 
ing a larger ratio of the total. States are in a better position to pursue 
a countercyclical fiscal policy than are local governments. States 
have more and better-administered tax sources, better borrowing 
facilities, and a more flexible, dispersed spending program than do 
local governments. (3) Federal grants and federal loans to state and 
local governments played an anticyclical role during the 1930’s and 
offer a means by which federal, state, and local fiscal policy may be 
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co-ordinated. During depression times, federal grants may be in- 
creased. During inflationary periods, federal grants may be de- 
creased. Federal agencies could buy state and local issues when pri- 
vate credit is unavailable, or when available only at abnormally high 
prices, and sell them when the market for them has improved. (4) 
State aid to local governments was important in keeping local spend- 
ing from falling further than it did during the great depression and 
partial recovery of the 1930’s and offers a way by which state-local 
fiscal policy may be co-ordinated. When local units decrease spend- 
ing as a result of loss of revenues during a depression, state aid could 
be increased; during inflationary periods, state aid could be de- 
creased. State aid could be in the form of buying or guaranteeing the 
sale of local securities as well as direct grants and shared receipts. 
(5) States played a greater role in economic stabilization than is 
usually realized. State spending increased throughout the period and 
at faster rates than did state taxes until 1935. (6) Total government 
net spending was countercyclical in its effect in many instances. 
Total government net spending was income-maintaining during the 
1929-33 contraction, and net spending probably played an impor- 
tant role in the recovery of economic forces. 

The logic of an ideal countercyclical fiscal policy may imply that 
economic security is desirable at all costs—even to the giving-up of 
present economic institutions. This need not be the case. Instead, 
realistically viewed, a co-ordinated fiscal policy for economic stabili- 
zation may be an alternative to a socialized economic system. Actu- 
ally, a co-ordinated fiscal program at the federal, state, and local 
levels is desirable and feasible without basically altering fiscal struc- 
tures and fiscal responsibilities. 
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THE IMPLICATIONS OF BUSINESS PLANNING FOR 
ECONOMIC STABILITY IN THE UNITED STATES* 


HENRY THOMASSEN 
The Prudential Insurance Company of America 


RECENT ECONOMIC WRITINGS indicate an increasing interest in a 
plan of cycle control which relies upon the initiative, rationality, and 
social responsibility of private and formally unassociated business 
units. The problem of this study is one of determining the principal 
implications of this proposal in which individual businesses plan for 
aggregate economic stability. 

The study is interpretive for the most part. In that it treats an 
idea (theory) not yet tested in the present economy, the research in- 
volved is of a secondary nature. Current real world phenomena are 
introduced wherever they are relevant and revealing. However, in 
the main, the study proceeds on the basis of deductive logical analy- 
sis. 

Because of the true uncertainty facing the individual firm, the de- 
gree of rationality which can be attained in elemental actions under 
the current organizational setting is likely to be insufficient to secure 
the summum bonum of aggregate stability. The means-ends chains 
of business planning simply do not reach to aggregate magnitude. 
Consequently, stability must be achieved through an application of 
the law of large numbers to the firm and industry growth-directed 
operations of the many businesses of the economy. Over-all stability 
will then emerge from the elemental instability of unit non-cyclical 
policies. This non-cyclical direction will be reflected in the invest- 
ment, inventory, sales, research, innovation, wage, and price policies 
of the separate firms. Further, from a long-run point of view, this 
direction will lead to the increased concentration of assets and con- 
trol. Simultaneously, such concentration will result in a longer eco- 
nomic horizon for all surviving firms and, for the larger units, in a 
horizon that includes economic stability itself. Concentration is 
therefore one means of increasing the likelihood of the proposal’s 
success. Education and the dissemination of market information are 
others. The latter provides a challenging role of great potential for 
government. Emphasis upon an informative function must supplant 


* A dissertation completed at the University of Nebraska in 1956. 
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the current stress upon compensatory policy. Indeed, to make a 
maximum contribution to the business planning proposal, govern- 
ment, as business units, must adopt a non-cyclical program. 

Certainly, the business planning proposal does not guarantee the 
attainment of aggregate economic stability. However, it does pro- 
vide a setting under which the probability of success can be made 
high without sacrificing individualism and private enterprise. Fur- 
ther, since it builds upon the prevailing trends toward increasing 
bigness in business, increasing rationality under automation, and in- 
creasing social responsibility in management, the plan must be 
judged to be of significant potential. 
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BOOK REVIEWS 


Business Finance 


Corporation Finance: Principles and Problems. By S. C. KucHnat. Allahabad, 
India: Chaitanya Publishing House, 1957. Pp. xii+ 519. Rs. 11/8; 20s.; $3.00. 


The author of this book is at the University of Allahabad, Allahabad, India. The 
writing is in English. The quality of the paper, cover, binding. and printing is poor, 
as judged by standards set by books published in the United States. The book has 
twenty-five chapters, a brief Index, and a selected Bibliography at the end. Some 
of the books listed in the Bibliography and in the footnotes are out of print, and 
many of them lack the edition number and year of publication. Their publishers are 
not indicated. 

In general, the book contains a review of the conventional types of corporate se- 
curities and methods of financing used in the United States, followed by a discus- 
sion of how the problems connected with business financing in India are different 
from those in the more advanced industrial nations (brief mention is made of 
British, German, and Japanese experience). 

The promotion and control of Indian industry by a relatively small number of 
“managing agents”—many of them British—are stressed. Reforms in promotion 
and financing embodied in the Indian Companies Act of 1956 are well presented. 
American readers may be interested in knowing that in India debenture bonds may 
be unsecured or secured either by “floating or fixed charge” (p. 53). The cry that 
corporate income taxes are too high has a familiar ring. In India at the present time 
they absorb approximately 42 per cent of the net income of Indian companies. 
Since most businesses are small, they must rely on the reinvestment of earnings 
for expansion funds. This is particularly true in India. An adequate discussion of 
working capital and financial management is contained in three chapters. As is 
true in the United States, Indian companies find it difficult to replace worn-out 
property at increasingly higher prices, since they too, must charge depreciation on 
a cost basis. (The author says that the replacement is “normally financed from 
funds set aside for depreciation out of profits . . .” [p. 242].) The working-capital 
problems facing the leading industries, such as cotton textiles, iron and steel, sugar, 
and jute, are separately discussed. 

The reliance of Indian businesses on capital secured from other countries and 
from the Indian government is brought out in separate chapters, which have the 
following titles: “Foreign Capital,” “Industrial Finance Corporation of India,” 
“State Financial Corporations,” and “Reserve Bank and Industrial Finance.” 

In general, the book is well organized and well written, particularly in view of 
the fact that English is not the native tongue of the author. The pattern followed 
is somewhat similar to American books, but there is no discussion of failure, read- 
justment, reorganization, and liquidation. Investment banking receives little atten- 
tion for the reason that the practice has not developed in India to any extent. 
Teachers and students of corporate finance in the United States would probably 
not want to read the book, unless they had a special interest in India. Investment 
bankers, the World Bank, the United Nations, the State Department, the Ford 
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Foundation, and the Rockefeller Foundation should be interested in the book if 
they were contemplating loans or grants to the government of India or to Indian 
businesses. Although not acquainted with the other Indian literature in the field, it 
appears to the reviewer that the book would serve as a good text for students in 
India. 

ELvIn F. DoNALDSON 
The Ohio State University 


Common Stock Financing. By HaroLp W. STEVENSON. Ann Arbor: Bureau of 
Business Research, School of Business Administration, University of Michi- 
gan, 1957. Pp. vii+152. $4.00 (paper). 


This is a study of the methods and extent of use of common-stock financing. 
First, the author gives the reader some historical background on the volume and 
method of corporate security offerings. Then, by a study of a sample of new offer- 
ings of common stock in 1955, he analyzes the decisions and considerations which 
caused these corporate managements to select this particular time and method of 
distribution. 

A considerable portion of the study is concerned with the mechanics and costs of 
common-stock financing by privileged subscription. Unfortunately, the author did 
not cover the factors, costs, and problems of a public offering of common stock 
with the same thoroughness that he devoted to the use of privileged subscriptions. 
This emphasis may have been the result of the fact that 71 of 116 companies in the 
sample selected for study used privileged subscriptions in the sale of their common 
stock. 

Also, the simplicity of a public offering as compared with a privileged subscrip- 
tion offering seemed to justify in the author’s mind the briefer treatment. How- 
ever, a more detailed analysis of the investment banker’s role in a public offering 
would have made the study a better-integrated one. 

The treatment of costs and pricing of common-stock privileged subscription of- 
ferings is excellent. Any student of finance should have a better understanding of 
the complex problems associated with this type of offering after reading this study. 
Of particular interest is the discussion of “underpricing” of privileged subscription 
common-stock offerings. 

Since this monograph is a condensation of a doctoral dissertation, the author 
probably had the problem of selecting his material for publication. In condensing 
this material, he has attempted to cover too much in too little space. The mono- 
graph would have been more complete if it had been confined to a discussion of 
privileged subscription common-stock financing. 

Joun W. Bowyer, Jr. 
Washington University 


Consumer Finance 


Cash Outlays and Economic Costs of Homeownership. By Frep E. Case. Berkeley: 
University of California Press, 1957. Pp. viii+58. $1.50 (paper). 


This study was undertaken to determine how much homeowners spend to main- 
tain and improve their homes. Because homeowners were found to think in terms 
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of total costs, the study was broadened to integrate the data of other studies and 
thus show total costs giving effect to mortgage payments, taxes, depreciation, and 
tax savings. While the results are carefully limited to the Los Angeles situation, it 
is interesting to see how closely they agree with a rather widely held rule-of-thumb, 
ie., residential property must yield at least 10 per cent of its market value to be a 
satisfactory investment. 

The study is based on a sample of 360 homes located in three sections of Los 
Angeles with differing percentages of owner occupancy (20, 60, and 70 per cent) 
and differing average values ($10,900, $14,400, and $22,400) based on 1953 values. 
The entire sample had an average value of $15,000 (also the median value of the 
entire city), an average size of 8.4 rooms, and an average age of 24 years. The last 
figure would indicate mature areas, and other data show a substantial number of 
respondents with occupancy periods equal or nearly equal to the age of the 
properties. 

Homeowners were interviewed to determine the number of times that desig- 
nated maintenance operations, i.e., painting, repairing, or replacing, had occurred 
during their occupancy. Possible kinds of repairs were suggested, as were frequen- 
cies of occurrence, in an attempt to achieve reasonable completeness. The repairs 
and replacements were scaled as to size and priced at current costs of commercial 
work according to standard prices and specifications furnished by the local chapter 
of the Society of Residential Appraisers. This method served to relate costs and 
market prices and removed much of the error that might have resulted from for- 
getfulness and lack of records on the part of the homeowner. 

The results of the study are surprising to this reviewer in two respects. One is 
the frequency with which some types of repairs or replacement occur. The other 
is the constant relationship between all cost items and market value. 

The study would be valuable “home reading” for all prospective homeowners in 
the Los Angeles area. It could be repeated in other areas to the profit of all 
concerned. 

J. C. DocKxeray 
George Washington University 


Revolving Credit. By Ropert H. Cote. Urbana, Ill.: University of Illinois, 1957. 
Pp. ii+69. $2.00 (paper). 


The Federal Reserve Bulletin reported that during April, 1958, the American 
people continued to pay off their instalment loans faster than they contracted new 
ones. This may be largely accounted for by the continued decline in new automo- 
bile credit. It is interesting to note, however, that non-instalment credit increased 
during the same month. In the face of these trends Dr. Robert H. Cole’s study on 
revolving credit is most opportune. 

For some time the increased cost of doing business has been a major concern to 
most retail units. The expense of carrying charge accounts has increased, and con- 
siderable sums of capital or borrowed funds must be available to swing the opera- 
tions. That something akin to revolving credit, with an effort to make it pay its own 
way, should follow was almost inevitable. 

While the roots of revolving credit may be traced back into the 1930's, it is in 
reality a postwar phenomenon. It should be considered as a necessary counterpart 
of the tremendous expansion of consumer credit in terms of soft goods and serv- 
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ices. The purpose of the Cole study is to present “an impartial analysis of revolv- 
ing credit as it is found in retail stores today.” This is achieved by a two-pronged 
attack on the problem, the first being an over-all statement of basic principles 
which apply generally, and the second a detailed and intensive analysis of the situ- 
ation in the state of Illinois through July, 1957. 

Cole classifies revolving credit as a hybrid between open charge accounts and in- 
stalment accounts. The basic features are a monthly payment, a fixed number of 
months in the plan, and a service charge based on the brought-forward balance 
which is due and payable along with the regular monthly payment. Usually no 
down payments are required on the merchandise so charged. The growth of the 
idea has been so rapid that uniform practices have not as yet been accepted by the 
retail industry. The entire program is highly experimental and must necessarily be 
tailored to meet local conditions. 

Among the facets of the problem which Cole has attempted to evaluate in 
terms of Illinois experience are the following: What constitutes the costs of opera- 
tion, and what is necessary in terms of charges to recover these costs? To what ex- 
tent is new business actually attracted by revolving credit? Can the costs be borne 
by the service charges alone? In view of the fact that there are possible economies 
in the co-ordination of the various types of instalment and charge-out practices, 
how can these be best adapted to local use? 

The basic question as to whether revolving credit is merely a temporary phase 
in this new emerging form of consumer credit brings no clear-cut answer at the 
moment. Further study as to what the consumer may think of revolving credit and 
what it might cost a store not to offer it when its competition does are additional 
facets which merit careful consideration. Recent legislation in New York and Illi- 
nois applying to instalment selling may have far-reaching effects. The expected 
ruling of the attorney general in Wisconsin may also prove significant. 

In the meantime, however, we are much indebted to Mr. Cole for the excellent 
summary which he presents. For students in marketing, store management, ac- 
counting, etc., this little volume is a valuable addition to the literature. For store 
managers and those associated with sales and credit functions it can well be made 
the basis for programs of in-service training. No one interested in consumer prob- 
lems can afford to overlook this newest trend in consumer credit, for it seems likely 
to assume even greater proportions as the economy expands. 


Emit LEFFLER 
Albion College 


Insurance 


Voluntary Health Insurance in Two Cities. By Opin W. ANDERSON. Cambridge: 
Harvard University Press, 1957. Pp. xiii+ 145. $5.00. 


The cost of medical care is a growing component of family expenditures and is 
becoming more and more an object of insurance. Patterns of medical expenditure 
and of medical insurance are, therefore, of interest to the student of economic 
trends in general, to insurance underwriters and administrators, and to anybody 
concerned with problems of public health. 

The basic sources of information are still the monumental study by the Com- 
mittee on the Cost of Medical Care, published during the early 1930’s, and the re- 
cent general survey by Odin W. Anderson with Jacob J. Feldman, Family Medical 
Costs and Voluntary Health Insurance: A Nationwide Survey (1956). The book 
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under review is meant to supplement the nation-wide survey by a survey in depth 
of benefits, utilization, and family cost patterns, conducted under the auspices of 
the Health Information Foundation in co-operation with the National Research 
Center, University of Chicago. It is based on a carefully selected sample of families 
enrolled in Blue Cross and Blue Shield plans in Birmingham, Alabama, and Boston, 
Massachusetts, and of employee groups enrolled under an Aetna Life Insurance 
Company plan in Boston. The findings are shown in 85 pages of carefully devel- 
oped and useful statistical appendixes. 

The main question of the survey is this: Is the insurance benefit pattern a true 
reflection of the expenditure pattern? In other words: Is the typical insurance 
coverage of today aimed in the right direction, and is it the most effective one in 
meeting public need? The study confirms the doubts of the reviewer in this respect. 
The rationale for limiting benefits largely to hospital care and in-hospital surgery 
is presumed need and feasibility of administration, including the best possible auto- 
matic exclusion of self-selection of risk. The administrative feasibility, of course, 
evades direct statistical investigation, but from the administrative experience of 
the reviewer it seems quite clear that few people are ill wilfully but that many, once 
they are ill, press for hospitalization if the insurance coverage provides an in- 
centive. 

Interestingly enough, the first point—coverage of the main need—seems to be 
quite clearly demolished by the survey. For instance, of medical expense per 
family, surgery constitutes only 8 per cent in the three areas surveyed (Birming- 
ham, Boston, and Boston Aetna groups), while hospital care constitutes 18, 23, 
and 24 per cent, respectively, in the three areas. Moreover, surgical expenses are 
actually covered only to 49, 73, and 68 per cent, respectively, and hospital costs 
to 75, 72, and 80 per cent. In general, the insurance benefits cover only 20, 27, and 
31 per cent of actual cost, respectively, in the three areas. This is the more serious 
as roughly one-fifth of the insured had expenses above $400 during the year, while 
roughly two-fifths had less than $200 of liquid savings. For these and other reasons, 
the survey concludes that “it is clear, then, that charges for ‘other’ physicians’ 
services need to be covered by insurance” (p. 18). 

The survey of the opinions of the insured, however, indicate that two-thirds of 
them declare themselves satisfied with the coverage they have. The others largely 
wish for higher benefits within the coverage pattern rather than a different cover- 
age. One might doubt, however, whether even the best interview based on the best 
questionnaire can penetrate the emotional fog which for some time has surrounded 
questions of medical insurance in the public mind. Nevertheless, the whole prob- 
lem of medical insurance will not come to rest soon, nor should it. It is still pioneer 
territory, and we should have more studies of the type of the one under review. 
This one is of a quality which makes its reading not only informative and interest- 
ing but also a pleasure. 

FREDERICK G. REuss 
Goucher College 


Lloyd’s of London: A Study in Individualism. By D. E. W. Grips. New York: St. 
Martin’s Press, 1957. Pp. ix+387. $5.00. 


Reviewing this book has been a refreshing and enjoyable experience. Its thor- 
oughness and depth in research are matched by an interesting and pleasant style 
of writing, which assures a rewarding experience for both the specialist in insurance 
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and the more general reader. The author’s breadth of knowledge of the subject is 
obvious, and he succeeds in conveying his enthusiasm to the reader. The book is 
also a very high-caliber job of editing and printing. 

Among the highlights of the book are the development of the various marine 
services by Lloyd’s; the wide range of risks and the simplicity of the insurance con- 
tracts employed; the stories of the men who made outstanding contributions to 
the development of Lloyd’s; and the evolution of the broad and important area of 
non-marine insurance. It is of interest to note how relatively recent has been de- 
velopment of the deposit system and audit to strengthen the underwriting opera- 
tions. Another point especially interesting to this reviewer is the manner in which 
the Names, as members of a syndicate, give full authority to the underwriter to 
commit them, with complete confidence in the assignment of risk by him. 

The book brings out the evolution of common action at Lloyd’s, showing the 
slowness of the process, which was natural in view of the strong independence of 
the individual membership. For example, in a matter so basic as the arrangements 
for space and accomodations for carrying on the business, there is an impression of 
reluctance and slowness in action running from the earliest days of Lloyd’s almost 
to the present. Yet, at various crucial points in the history of Lloyd’s, individual 
members have always come forward to lead the group in common action which 
pioneered new opportunities for progress in the field of insurance. 

From the distance which is unavoidable with our American view, there is a 
temptation to suspect that perhaps Lloyd’s is something of a foreign anachronism, 
with much more significance for the past than for the future. At first thought, it is 
difficult to understand why men underwriting risks as individuals would not long 
since have faded into obscurity under the impact of the growth in the magnitude of 
insurance risks during the past century. Individual underwriters might be expected 
to be least able to pioneer in the creation of insurance against new risks, where 
premium rates often have to be quoted with no statistics of experience whatsoever. 

That Lloyd’s has instead given leadership seems paradoxical, but in fact it fol- 
lows logically from the individualism of its organization. We have often seen illus- 
trations of the great progress which results when the individual is free to exercise 
his initiative in creating innovations to meet the new problems which are con- 
stantly arising in the business world. In many lines of business, where a large 
corporate organization is rigid in its thinking or slow and cumbersome in changing 
its policies to meet new situations, the individual is agile, perceiving dangers early 
and taking advantage quickly of new business opportunities. Lloyd’s has preserved 
this initiative of the individual and combined with it the strength of common action 
which is needed to accomplish large and venturesome undertakings. 

To the insurance man who seeks a broader appreciation of his profession, this 
book will make very worthwhile and enjoyable reading. To the student majoring 
in insurance, it should be required reading as a contribution to his liberal education 
in the philosophy of insurance. In telling the story of Lloyd’s, Mr. Gibb has ad- 
mirably explained its leadership in the continuing progress of insurance as a vital 
service to business. He inspires confidence that when the moment arrives for in- 
surance on the new risks inherent in the coming space age, a Lloyd's policy will be 
ready and adequate to cover them. 

RopeErick F. McDoNnaLp 
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Consumer Credit Insurance. By Dante P. Kepzie. Homewood, Ill.: Richard D. 
Irwin, Inc., 1957. Pp. xvi+212. $5.00. 


Consumer Credit Insurance is the first book written on the subject of one of the 
most rapidly growing areas of insurance coverage. The author has made a scholarly 
analysis of the growth and development of the consumer credit insurance industry. 
His treatise includes a discussion of the current operating problems of this in- 
dustry, including sales and administration, underwriting, rates, claims administra- 
tion, and policy provisions. References were made to a number of the current 
abuses found in this field, and one chapter is devoted to an evaluation of the effec- 
tiveness of regulation in this industry. 

Of special interest to students of insurance is the subject of sales and administra- 
tion. Not only does Dr. Kedzie discuss the techniques and problems of marketing 
group and individual policies, but he also investigates the much disputed topic of 
lender compensation. 

The conclusions to the chapter on underwriting include the principles of sound 
consumer credit insurance underwriting. 

The chapter on rates gives careful consideration to each of the components used 
in computing credit insurance rates. Here the author suggests that insurers should 
review their system of rates for consumer credit insurance in an attempt to reduce 
their expense ratio, particularly in reference to the large proportion of the premium 
dollar being returned to the lender in the form of compensation. 

Further investigation is warranted on the implication by the author that con- 
sumer credit insurance has significantly increased the availability of consumer 
credit and, therefore, has stimulated the economy. Some readers may regret that 
more time was not spent analyzing the economic functions of consumer credit in- 
surance. However, Dr. Kedzie stated in his Introduction that the primary purpose 
of his treatise was to analyze the growth, uses, benefits, and future development of 
this coverage. He emphasized that the abuses found in this industry were incidental 
to the main thesis of his text. The familiarity evidenced by the author with the 
problems of underwriting and the actuarial knowledge indicated in the chapter on 
rate-making and underwriting are a reflection of the author’s astute understanding 
of this area of insurance. The author has made a forthright and discerning evalua- 
tion of the subject he set out to investigate, and he did not avoid controversial is- 
sues within the confines of his study. 

This book will be valuable as a supplementary text in advanced college insurance 
courses or as one of several texts used in a graduate seminar. The insurance indus- 
try should find use for this book as a training manual for employees and also as a 
reference. Also, institutions in the consumer lending field will find this book ex- 
tremely useful as a general reference work. State regulatory agencies, interested in 
promulgating remedial legislation pertaining to this area of insurance, will find this 
book an invaluable reference aid when conducting hearings and preparing recom- 
mendations for their respective legislatures. 


Book Reviews 


Rosert C, EARNEST 
Florida State University 


Non-Group Enrollment for Health Insurance: A Study of Administrative Ap- 
proaches of Blue Cross Plans. By Sot LEvinE, O. W. ANDERSON, and G. Gor- 
pon. Cambridge, Mass.: Harvard University Press, 1957. $5.00. 
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If the social and economic problems of financing medical care are to be solved 
by voluntary health insurance, two fundamental issues must be faced: improve- 
ment in the level and range of benefits and extension of the number of people 
covered. The latter issue is the concern of this study, which concentrates on the 
problems involved and the administrative techniques used to extend Blue Cross 
benefits to the 35 per cent of the population ineligible for group coverage. 

The authors tell us without further explanation that “for various reasons it is 
not possible to include the private companies in the study.” This is an unfortunate 
omission, since “private companies” not only cover the majority of those with 
some form of health insurance but also have been more successful than Blue Cross 
in the non-group market. Nevertheless, the authors do reach their objectives of 
providing some kind of guide for those Blue Cross plans still wrestling with the 
problems of non-group enrolments. Data for the study were collected by mail 
questionnaire from all eighty-five Blue Cross plans and by personal investigation of 
five selected plans. In Appendix A the authors outline in detail their research 
design. 

Five major problems seem to face Blue Cross plans in expanding non-group en- 
rolments: adverse selection, prospecting, high acquisition costs, lapses, and unfair 
competition from either “fly-by-night” insurance companies or commission-hungry 
insurance agents. The authors discuss each of these problems and conclude that 
prospecting is “regarded as the most important barrier to enrollment by the ad- 
ministrators of the plan.” But among the administrators of the six plans failing to 
enrol non group members, the problem of adverse selection appears to present the 
greatest obstacle. However, the typs of approachs and controls used by those plans 
engaging in non-group enrolments indicate a greater appreciation of the problem of 
adverse selection than seems to be admitted in the questionnaires. 

The authors describe and evaluate in separate chapters six approachs to non- 
group enrolments: community enrolment requiring a set percentage, community 
enrolment with no percentage requirement, continuous over-the-counter enrol- 
ment, periodic open enrolment, non-employee group coverage, and group con- 
versions. The authors stress that “each enrollment approach has its advantages 
and disadvantages, depending on the circumstances in which it is used and the 
purpose for which it is employed.” Thus the community enrolment approach is 
considered best in the initial stages, whereas continuous over-the-counter enrol- 
ments seem best for the final stages. The best method of reaching the rural farmer 
appears to be enrolment of non-employee groups, whereas over-the-counter enrol- 
ments work out best for reaching “diverse, unorganized segments” like the aged 
and retired, the self-employed, and those working in smal! groups. In Appendix I, 
the authors develop correlations which reveal that, where community enrolment is 
the primary enrolment method, “non-group success is associated with small urban 
areas but is not associated with high population density” and that “where plan 
wide-open enrollment is the dominant approach, non-group success is directly cor- 
relative with high population density and markedly associated with the high buying 
power of the area.” On the other hand, “non-group success is less closely associated 
with the buying power of the area when non-employee groups comprise the domi- 
nant enrollment method than when other methods of enrollment are dominant.” 

Several administrative controls designed to meet high acquisition costs, excessive 
lapses, and the moral hazard are evaluated: enrolment fees, deductibles, co-insur- 
ance, periodic premiums, and combined Blue Cross—Blue Shield contracts. 
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Since only half the plans have enrolled as much as 10 per cent of their non-group 
population (and only one-fifth as much as 20 per cent), much progress is yet to be 
made, and the authors conclude that the Blue Cross plans “intend to devote greater 
time and energy to enrolling the uncovered elements of the population in the next 
five years.” As an aid to expansion, Blue Cross can be expected to give increasing 
emphasis to systematic research into its operational problems. And it is this re- 
viewer’s reaction after reading the book that much research still is left to be done. 
The authors, however, are to be congratulated for making a start. 


Rosert I. MEHR 
University of Illinois 


Multiple-Line Insurance. By G. F. MICHELBACHER. New York: McGraw-Hill 
Book Co., 1957. Pp. xiii+ 660. $8.75. 


Basically, Multiple-Line Insurance is a third edition of the author’s and fellow 
contributor’s earlier book, Casuality Insurance Principles, published in 1942. Two 
short chapters have been added to explain the development of multiple-line under- 
writing, to point out the problems encountered when casualty and surety insurers 
undertake to write fire and marine business and vice versa, and to show the bless- 
ings that accrue to both fire and casualty companies from their newly acquired abil- 
ity to write “package” policies covering all areas of insurance except life and title 
insurance. Attempts were made in the revision of the other chapters (which all 
bear titles identical with, or similar to, those in the earlier book) to broaden the 
subject matter and include reasonable amounts of material on fire and marine 
covers. At times, it seemed to the reviewer, the fire and marine sections were 
tacked on or inserted as if they were unwanted and misunderstood, but well-to-do, 
stepchildren. 

Written by fourteen men, each a specialist in his field, the book displays the 
advantages and disadvantages of joint authorship. On the positive side, little doubt 
can exist that each chapter author knew his subject. Their names read like a 
“Who’s Who in the Casualty Insurance Business.” On the negative side, one en- 
counters both overlapping and blind spots in the coverage of the large subject. 
Variety may be the spice of life, but in a book of this type the changes of style and 
pace incident to joint authorship are somewhat disconcerting to the reader. One 
chapter will have a summary and/or conclusion, while the next may not; and where 
one will have a free flowing style, the next may be almost in outline form. It can 
be noted, also, that three of the new contributors credited with the authorship of 
sections of the book followed the wordings of their 1942 predecessors so closely 
that the question of originality is raised. 

Unlike most books on property and casualty insurance, one finds very little in 
this 660-page book on the hazards covered and on the multiple-line insurance con- 
tracts available or contemplated to offset these hazards. Because of this omission 
of any detailed explanation of the various property and casualty coverages, in the 
opinion of the reviewer, Multiple-Line Insurance would be unsuitable as a text- 
book. If it could be assumed that the reader was thoroughly familiar with these 
hazards and contracts, the book would be of value as a reference book for the 
guidance of home-office personnel. Apparently, it was to this end that the editor- 
author directed the chapters on advertising, engineering, statistics, the financial! 
statement, and the capital structure of stock insurers. 
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The reviewer was surprised to find that the section in the Appendix dealing with 
data-processing (“Examples of Punching, Sorting, and Tabulating Punched Cards”) 
was identical with a section in the 1942 book. During the fifteen years between 
the appearance of Casualty Insurance Principles and the publication of Multiple- 
Line Insurance, revolutionary developments have been made in the mechanical and 
electronic processing of data. In spite of the adoption or plans for the adoption 
of electronic data-processing systems by nearly all property-liability companies of 
medium or large size, this entire development was here disposed of in two para- 
graphs, while eleven pages were devoted to explaining the punch-card system de- 
veloped prior to World War II. 

The principal author, the president of Great American Indemnity Company, did 
an excellent job of introducing the multiple-line idea, as did Franklin J. Marryett, 
Liberty Mutual Insurance Company, in tracing the development and explaining 
the present status of governmental supervision. It is unfortunate that other sec- 
tions of this book were not equally as fresh and well written as these. 

R. Fitcx 
Texas A. & M. College 


International Finance 


International Economics. By Roy F. Harrop. Rev. ed. Chicago: University of 
Chicago Press, 1957. Pp. xiv+ 186. $2.25. 


To characterize it in one word, this excellent handbook is “economical.” Its sim- 
plicity of style and its economy of exposition should make it a model for the com- 
monly overinflated “treatise.” In its original edition of 1933 it stood as perhaps the 
clearest and most succinct modern statement of the classical theory of interna- 
tional trade. In the succeeding editions of 1939 and 1957, Mr. Harrod has incor- 
porated current employment theory, making the current version an up-to-date 
summary of the most important developments in the theory of international trade. 

In the eight pages of chapter i, the author sets forth the basis for distinguishing 
international from other transactions. Chapter ii discusses the gain from foreign 
trade in the framework of classical economies, i.e., the law of comparative costs 
“based on the idea that each commodity requires for its production one or more 
factors that are specific to it . . . the amounts of each specific factor . . . not in pro- 
portion to [the] respective demands for the commodity to which each relates” 
(p. 35). With this version of the law of comparative costs, Harrod concludes that 
there is doubt about “the quantitative importance of the phenomena to which it 
[Ohlin’s treatment of international trade] relates” (p. 36) and that Samuelson’s 
finding of total specialization in the product of the abundant factor is little more 
than a curiosum. Chapter iii presents various limitations on the potential gains 
from the international division of labor. 

Chapter iv discusses the international interrelations of prices of the factors and 
of goods in various categories of trade worthiness. Chapter v presents an excellent 
exposition of foreign exchange and the balance of payments. Chapter vi on the 
balance of trade flows smoothly from the classical concept of balance to the modern 
income-mult'plier analysis. The multiplier notation may be unfamiliar, however, 
and the general reader is sure to reduce his speed on this and the following chap- 
ter on “Correcting an Imbalance.” Chapter vii takes up four remedies for im- 
balance: reflation, disinflation, devaluation, and upward valuation. Chapter viii dis- 
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cusses the international agencies in the light of various kinds of disequilibrium. 
The limitations on the use of devaluation are clearly brought out. An appendix 
gives the algebraic basis for the comparative cost statement in chapter ii. 

This book serves as an excellent reference for the analytically sophisticated stu- 
dent, and many Ph.D. candidates will use it to review their trade theory. It is some- 
what too condensed for the beginner and contains almost no descriptive or institu- 
tional material. Advanced undergraduates will welcome it, however. Part of the 
brevity of the book is achieved by eliminating the Index and footnote and biblio- 
graphic references to related literature. In a way, this is a pity, for the book should 
be used alongside other books, such as Meade’s The Balance of Payments and 
Harris’ International and Interregional Economics, and cross-references would be 
helpful. 

Mr. Harrod is an accomplished writer. It is to be hoped that many more decen- 
nial revisions of this book will be possible. 

SAMUEL E. BRADEN 
Indiana University 


International Finance. By CHarLes N. HENNING. New York: Harper & Bros., 
1958. Pp. xix+481. $10.00. 


This textbook was devised to incorporate in one volume both an up-to-date de- 
scription of techniques and instruments for financing foreign trade and an exposi- 
tion of the theory and problems of international finance. Nearly two-thirds of the 
book (Parts II and III) consists of a painstaking—and, so far as this reviewer can 
determine, authoritative—exposition of private American foreign financing prac- 
tice. More than one hundred illustrations of forms currently in use are included. 
Because of this emphasis, the book is obviously designed as a text for a business 
administration course in international finance rather than an economics course. 
Bankers and other “practitioners” may also find it a helpful reference work. While 
the section of the book concerned with documents and practice is not especially 
new (virtually the same material may be found in Shaterian’s Export-Import 
Banking [2d ed., 1956]), it is well written. 

The “theory and problems” section (Part IV) does not quite live up to its 
promise. It is mainly a description of developments in international finance since 
1914, particularly during the period since World War II. There is little to which 
one may take exception, and it, too, is well written. Businessmen may find this part 
of the book a useful general background. For classroom use, however, it seems 
rather thin, especially since a previous course in at least money and banking and 
possibly also international economics may usually be assumed. It is a little curious, 
too, that there is not a single reference to Nurkse’s /nternational Currency Ex- 
perience, still, despite its date of publication, perhaps the most important single 
study of international finance. 

BERNARD GOODMAN 
Wayne State University 


Investments 


Investor’s Progress: From Money Box to Stocks and Shares. By A. G. ELLINGER. 
London: Bowes & Bowes, 1958. Pp. 158. 10s. 6d. 
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This small book is a pleasant and readable introduction to investing for the 
novice. It is similar in scope to the several popularized investors’ guides that have 
appeared in this country. 

About one-third of the book is devoted to a discussion of the various types of 
investments available to the British investor, including savings accounts in various 
thrift institutions. A six-page discussion of risk following this section is one of the 
most concise, yet thoughtful, to be found anywhere. A description of the mechanics 
of buying an ordinary share is followed by a brief review of financial statement 
analysis. This material will be of considerably more value to a British than to an 
American investor. The remainder of the book is devoted to a discussion of the 
purposes of investing and the consequences for the investor of “births of securi- 
ties, deaths, and marriages.”’ 

Although the beginning investor in this country will discover that much of the 
descriptive material is not pertinent to his problems, he will find the principles set 
forth to be generally sound. Those more experienced in the field will find the dis- 
cussion of various institutional developments more interesting than the analysis of 
elementary principles of investment. For example, with proper instructions and 
payment of a small fee, the Post Office Savings Bank will make monthly payments 
for such items as rent and life insurance. This is a convenience that some of our 
commercial banks have offered only fairly recently, and then with considerable 
reluctance. Since British government stock is transferable in multiples of 14d., it is 
much easier for the small investor to hold marketable government securities than 
in this country. 

This is a well-balanced book for beginners, with no promises of easy riches and 
with adequate attention to the risks of investing. 

RoBErRT W. JOHNSON 
University of Buffalo 


The Over-the-Counter Securities Markets. By Inw1n FRIEND, G. W. HoFrMan, 
and W. J. Winn. New York: McGraw-Hill Book Co., 1958. Pp. vi+485. 
$12.50. 


This book is a combination of five monographs previously published by the Uni- 
versity of Pennsylvania Press, together with an introductory overview chapter, a 
concluding chapter on intermarket competition, a combined index, and just enough 
editing to link them into a unified whole. The monographs are really little changed, 
and, as chapters, they continue to bear the signatures of the original authors, 
Messrs. Friend, Hoffman, Winn, Morris Hamburg, and Stanley Schor. 

The entire study is the product of the Securities Research Unit of the Wharton 
School, operating under a grant from the Merrill Foundation for Advancement of 
Financial Knowledge. The project may be described as an empirical and statistical 
study of the over-the-counter market: its merchandise, its firms, its customers, its 
methods, its prices, its performance. The results are impressive. The basic ideas 
we have long held about this market are reduced to measurable terms, and a whole 
host of new information about volume of activity, the positioning of securities, and 
the behavior of prices is available for the first time. Nor is this exclusively a census- 
type report. Careful readers will appreciate the critical interpretation of the facts 
developed—judgments on the causes and the effectiveness of the situation as it is. 

The study centers around tabulations from questionnaire forms covering many 
types of securities activities for the months of September—November, 1949, as re- 
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ported by 854 securities firms and 42 banks. These forms reported the firms’ size, 
financing, securities positions, and records of upward of thirty thousand separate 
transactions. In addition, the study makes use of extensive data from examination 
audits of NASD member firms in 1952, a questionnaire survey of large-block se- 
curities transactions by institutional investors, and data furnished by the SEC, 
NYSE, National Quotation Bureau, various tax-collecting offices, and many con- 
ventional sources. Since this is a research study rather than a general exposition, 
methodology and source references are adequately noted. It seems fair to observe 
that many generalized findings are predicated on data having a relatively limited 
time base, but both methods and findings appear eminently reasonable. 

Surprisingly, the book is very readable. It contains numerous statistical tables, 
but these are well integrated into the text and provide no obstacle to continuity. 
Technical terms are, of course, freely used and without much attention to defini- 
tion; this book is written for those already familiar with the fundamentals. To a 
limited extent the republication of the several original monographs as chapters in 
this book results in repetition of certain introductory generalizations, but this is not 
extensive. The inclusion of a short summary at the beginning or end of each chap- 
ter is a major advantage. 

While this reviewer does not challenge the objectivity of the study under con- 
sideration, he would be false to his stock-exchange affiliations if he did not remark 
the sympathy which the authors have for the over-the-counter market. They are 
impressed by its flexibility (p. 413), by its adaptability to changing conditions (p. 
412), and by its ability to handle problems which baffle the exchanges (p. 429). 
They build up the importance of the over-the-counter business by including new- 
issue volume and private placements in it (p. 106), and they even suggest that the 
forwarding of a customer’s order in a listed stock by a non-member firm to a mem- 
ber firm should be regarded as an over-the-counter transaction (p. 151)! 

Space does not permit any significant further commentary on the subject ma- 
terial of this book. Suffice it to say that it is now the reference source on matters 
covered in its Table of Contents, and deservedly so. 


J. C. CLENDENIN 
University of California, Los Angeles 


Money and Banking 


Foreign Central Banking: The Instruments of Monetary Policy. By PETER G. 
FouseK. New York: Federal Reserve Bank of New York, 1957. Pp. 116 
(paper). 

The purpose of this excellent little monograph is to bring together, in a succinct 
and readable form, fugitive materials and information concerning the instruments 
and techniques of monetary policy employed by foreign central banks during the 
postwar period, 1945 through October, 1957. 

After a short Foreword, the book is divided into six major parts: one each is de- 
voted to the three principal central bank instruments (discount policy, open- 
market operations, cash-reserve requirements), followed by sections devoted to 
special reserve requirements (called “liquidity ratios”), to selective and direct 
credit controls, and to the development of money markets. 

One might object that placing the money-market chapter at the end of the 
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volume is equivalent to placing the proverbial cart before the horse. It is almost 
self-evident that the well-developed money market is an essential prerequisite to 
the effective employment of monetary policy instruments. But this is a minor fault, 
more than offset by the excellence of the money-market chapter, regardless of its 
position on the program. 

The Federal Reserve Bank of New York apparently is wiiling to distribute copies 
to the teaching profession “for classroom use and similar purposes,” without 
charge. Such an offer, considering the general excellence of the volume, should 
prove difficult to resist. Certainly, teachers of advanced money and banking semi- 
nars or international finance courses should not hesitate to avail themselves of the 
opportunity. Whether or not the volume will prove useful in the undergraduate 
course is another matter. To appreciate it requires a degree of sophistication sel- 
dom achieved by the undergraduate and never by the general public. 

If serious criticism can be leveled against the volume, it will be because of its 
rank empiricism and its failure to come to grips with the fundamental and under- 
lying problems—for example, with the fact that various monetary instruments, no 
matter how delicate, delightful, and intellectually intriguing they may be, are be- 
ing employed by central banks in a vain attempt to achieve mutually incompatible 
objectives. In this respect the book reminds one of an extended treatise on varying 
techniques of surgical sutures, with no recognition of their relation to whether or 
not the patient lives or dies. 

Take the concluding sentence in the Foreword: “Many foreign countries have 
conducted monetary and credit policies in a determined and timely manner; those, 
however, that have done so in conjunction with appropriate budget and debt poli- 
cies have succeeded best in steering their economies along the path of balanced 
expansion” (p. 12, italics supplied). The sentence is rather typical of the volume 
as a whole. Unless our monetary authorities are willing to choose between right and 
wrong—and are permitted by government policy to do so—a blind man can fore- 
see the result. 


ARTHUR Kemp 
Claremont Men’s College 


Business Looks at Banks. By GrorcE Katona, with the collaboration of ALBERT 
LAUTERBACH and STANLEY STEINKAmP. Ann Arbor: University of Michigan 
Press, 1957. Pp. vi+184. $5.00. 


In a prefatory section the author states that the study was based on a “nation- 
wide sample interview survey” conducted by the Survey Research Center of the 
University of Michigan. The cost of the survey was defrayed by “one of the coun- 
try’s largest banks.” The bank “exerted no influence on methods or contents of the 
study and is, of course, in no way responsible for the findings.” 

A major purpose of the study is to shed light on decision-making by business 
firms, particularly on the financial decisions of large and medium-sized American 
corporations. In consequence, it is a study of the opinions and attitudes of business 
executives, as well as of business practices. 

The author excluded all financial firms from his study, restricting it to manu- 
facturing, wholesaling, retailing, public utilities, and mining. Also excluded were 
subsidiary and smaller concerns. Smaller concerns were defined as those with a 
net worth of $1 million and less. 
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From its files of larger firms, incorporated and unincorporated, Dun and Brad- 
street made every sixteenth name available to the Survey Research Center. ‘The 
Center selected from this list every seventh firm with a net worth of from $1-$9 
million for interviewing, and all firms with a net worth of $9 million or more. In 
this fashion, the names of 275 firms were selected and interviews arranged with 
86 per cent. The interviews were conducted during the second half of 1956, when 
bank loans were rising rapidly. 

The study reveals that business executives overwhelmingly believe that banks 
give satisfactory service, that they are competitive, and that they are trying ear- 
nestly to serve business needs. They are convinced, too, that banks differ greatly 
from one another. This difference reflects the personality of bankers—some are 
progressive, others are conservative; some are friendly, others are cold; some are 
able and alert, others are not. Banks differ also in degree of specialization and in 
the services which they can offer customers. The New York City banks are con- 
sidered superior to others in the completeness of their foreign services. 

The majority of business executives asserted that they made financial decisions 
without soliciting or relying upon advice from commercial banks. Large corpora- 
tions turn to the banker for advice more frequently than does the smaller firm. 

The typical business executive selects the bank with which he does business, on 
the basis of its general reputation and the indorsement of its customers. Not one 
executive in the course of the interviews spontaneously mentioned advertisements 
by banks as a source of contact. Many declared that calls by representatives of 
banks were not useful, asserting that the representatives were not particularly well 
informed on current economic and financial developments and lacked authority to 
extend loans or to enter into other commitments. Most business executives felt that 
the news letters issued by banks were useful, particularly that of the First National 
Bank of New York. 

About three out of four of the firms in the sample borrow from commercial 
banks. Those which do not borrow have also abstained from issuing securities and 
rely exclusively on internal funds. Some, particularly wholesale firms, borrow 
regularly; others borrow occasionally, including those in the fields of public utili- 
ties, transportation, and communication. 

Borrowing may be incurred for seasonal purposes, particularly among medium- 
sized firms, for working capital or capital requirements. One out of every five firms 
borrows exclusively for capital purposes. The distinction between short- and long- 
term funds or their uses is not always clear-cut. Funds are not earmarked and 
serve a variety of corporate purposes. Borrowing for capital expenditures tends to 
be a matter for special decision, as opposed to borrowing for working capital needs, 
which becomes a routine matter. 

The study revealed great stability of banking connections. This resulted from 
inertia and tradition and from friendly personal relations that develop through the 
years. The motivations of business executives in this and other respects do not 
correspond fully with the conventional assumptions of economic theory that deci- 
sions stem from precise pecuniary calculus. 

Decisions to invest or not to invest are relatively independent of decisions con- 
cerning the financing of the planned expenditures. For a given firm at a given 
moment, interest rates are fixed. Shopping among lending banks is concerned with 
the terms of loans and with the security which may be required. 

The study has made a noteworthy contribution to the forces and factors which 
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govern financial business behavior. Businessmen do not typify the economic man 
astutely making calculations to maximize his profits. Rather he is influenced by in- 
ertia and tradition, by many personal and emotional factors. This is a work which 
will be used extensively in courses in banking, finance, and economic theory. 


BENJAMIN Haccot BECKHART 
Columbia University 


The Scholastic Analysis of Usury. By JoHN T. Noonan, Jr. Cambridge, Mass.: 
Harvard University Press, 1957. Pp. xii+432. $9.00. 


This is a book on the history of usury theory as developed by the Scholastic 
authors (the Catholic church writers of the Middle Ages) during the period 1150- 
1750. Mr. Noonan defines usury as terms in a loan transaction departing from 
fairness or justice. The practical expression of this concept of usury, he feels, per- 
mitted a wide variety of loan transactions. Indeed, nineteen of the book’s twenty 
chapters detail the evolution of usury doctrines promulgated by church authorities. 
He demonstrates that the Scholastics did not hold a narrow view of usury and de- 
veloped the concept to embrace a variety of forms of credit transactions, including 
annuities, the sale of foreign exchange, and partnership investments. 

The history of usury doctrine which Noonan traces is the foundation for his 
critical review of what he regards as misinterpretations and misapplications of the 
usury theory. He draws a distinction between usury theory as he has interpreted 
it and alternative accounts with which he disagrees. He criticizes the following in- 
terpretations of usury: (1) the “barren metal” dogma, (2) the just-price concept 
of usury, (3) group member versus outsider in loan transactions, (4) usury as a 
basis for condemnation of finance capitalism, (5) a prohibition of credit creation, 
and (6) a ban on consumption credit. 

Since Noonan regards these criticizms as the important contribution of the book, 
they are briefly summarized. (1) The Scholastics recognized that money invested 
or used in transactions was not sterile. (2) The just price was one set by actual 
supply and demand conditions, but, to avoid usury, a price had to reflect what was 
fair if temporary shortages or pressing needs had not obtained. (3) He regards the 
Max Weber interpretation of usury as applicable only to transactions within the 
tribe or group and not to dealings with outsiders as an invalid “transvaluation of 
values.” In this connection he presents his key formulation on the growth of the 
usury doctrine. “Usury theory is modified, but it is modified in response to changes 
in economic conditions or as a result of more thorough investigation of the rational 
demands of justice” (p. 401). 

The use of the usury theory to condemn finance capitalism, credit creation, and 
consumption credit, he argues, is a misreading of history. The usury concept con- 
demns these practices only if it is narrowly interpreted. But, to do so, he urges, is 
to misread the history of the development of the concept which encouraged com- 
mercial transactions of many forms as they developed. 

In addition to his major objective of refuting the use the usury theory to con- 
demn many practices of a private-enterprise economic system, Noonan feels that 
the proper interpretation of usury has another element of great practical impor- 
tance. He states: “To understand the scholastic approach is to understand a theo- 
ry which encouraged risk-sharing investment, helped to spare Europe the financial 
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exploitation characteristic of ancient Greece and modern India, and marked the 
beginning of modern economic thought.” 

This conclusion of the author is an empirical statement. To support it would 
require some factual evidence. Noonan does not develop the evidence or provide 
other bases for the assertion. It rests upon his position that the usury theory 
evolved to encourage the commercial development which emerged in the Middle 
Ages. But his material does not establish this conclusion. Rather his book is sup- 
port for another principle—the sociology of any theory, including economic theory, 
is that it reflects the dominant social climate of its society at a particular period. 


J. Frep WEsTON 
University of California, Los Angeles 


A History of the Dollar. By ARTHUR NussBaum. New York: Columbia University 
Press, 1957. Pp. viii+308. $4.50. 


This delightful book sketches the history of money in this country from the 
Colonial period, with its heavy use of foreign specie, to the present, when the 
United States dollar “has become in an unprecedented way the central monetary 
unit of the non-Soviet world” (p. 216). The unifying conception is that “the his- 
tory of the dollar, marked as it is by the experimentation and struggle involved in 
the democratic process, reflects the history of the United States” (p. vii). 

_ The reader savors the story of money as Nussbaum undoubtedly did when he 

wrote it. In describing the wildcat banking period, for example, he delights us 
with the story about a “Bank of Morocco” which was “discovered by an agent, 
after a long search, in two Indiana log cabins which belonged to a smith, the pro- 
prietor of the bank. He had gold enough to redeem notes amounting to $1,000 pre- 
sented to him by the agent, and he did so, but he implored the agent not to disclose 
the location of his ‘bank’ to other people” (p. 91). 

Nuggets of interesting information are generously sprinkled throughout the 
book. For example, an explanation of the dollar sign is woven into a discussion of 
post-Revolution monetary developments. This sign is connected with the peso. 
The parallel lines are an abbreviation for P and the S is for the plural. Thus we 
learn that the symbol for the American dollar was also used for the peso and 
apparently is still used in Argentina (p. 56). 

The book presents much more than numismatic lore; it offers perspective on 
current economic problems. For example, during the recent inflation, there was 
much talk about a purchasing-power bond. In this connection, it is interesting to 
read that the expedient has been tried by Massachusetts during the inflationary 
pressures of the post-Revolution period. These pressures had seriously impaired 
the value of the “bills of credit” issued by Massachusetts, with resulting hard- 
ships for the soldiers and their families who had been paid with these bills of 
credit. Accordingly, in 1780, Massachusetts experimented with “depreciation 
notes,” bonds bearing 6 per cent interest, with principal and interest secured by 
index clauses tied to the price of beef, corn, wool, and leather. 

At many points the author reveals his special interest in the legal aspects of the 
story of the dollar. He is particularly effective in recapturing some of the legal 
drama of the 1930’s in his review of the “Gold Clause Cases.” He points out that, 
had the Supreme Court negated the constitutionality of the congressional joint 
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resolution declaring gold ciauses to be contrary to public policy, it became known 
that the President had decided to go before the people and declare the execution 
of the decision to be impossible” (p. 189). In an opinion by Chief Justice Hughes, 
the joint resolution was held unconstitutional for government obligations, but the 
suit of the creditors was denied because they were no longer entitled to gold as 
such, since gold had been nationalized and a loss in domestic purchasing power had 
been neither proved nor asserted. The dissenting Justice McReynolds “asserted 
that ‘it is not too much to say that the Constitution is gone’ . . . and recommended 
that dissenters should ‘reverently fix their gaze on the Eighth Commandment’ 
(Thou shalt not steal)” (pp. 190-91). 

Nussbaum has told the story of the dollar with drama, with humor, and with in- 
sight into the underlying psychological, economic, and political factors which have 
influenced its development. He has written an eminently readable book while 
holding throughout to high scholastic standards. The general reader can read this 
book with profit and pleasure. Teachers of money and banking and of economic 
history will find this book a welcome supplement for their reading lists. 


Davin A. ALHADEFF 
University of California 


Die Deutsche Bundesbank. By JoAcHIM VON SPINDLER, W. BECKER, and O. 
STaRKE. Stuttgart, Germany: W. Kohlhammer Verlag, 1957. Pp. xv+269. 


The banking system of West Germany has undergone several changes since the 
end of the war in 1945. The first reorganization of both commercial and central 
banks attempted to imitate the system of the United States and to break up the 
highly centralized structure which had been characteristic of banking in Germany. 
Recently this action has been reversed; the commercial banks have been grouped 
around the “Big Three” of the prewar period and permitted to have branches over 
a wider area. 

The central banking system has gone through much the same process. The Bank 
deutscher Lander, which was organized in 1948, was the head of a system made up 
of a Landeszentralbank for each of the eleven (after 1953, nine) German states. 
Each of these performed fiscal functions for its state government and acted as a 
bankers’ bank for the commercial banks within that state. The Bank deutscher 
Lander was owned by the state central banks, and its Board of Directors was com- 
posed of their presidents. This board made decisions as to discount rates, reserve 
requirements, open-market operations, and credit policy. Although the bank was 
bound under its charter to “give due consideration to the general economic policy 
of the Federal Government and to support such policy within the range of its func- 
tions,” it was almost independent. The government might have a representative 
at meetings of the board, who might introduce a motion but not vote; the govern- 
ment might not issue any instructions to the bank. Chancellor Adenauer once de- 
scribed the bank as a “law unto itself.” 

The bank was doomed to be short-lived, however, since the Constitution drawn 
up for the Federal Republic in 1948 contained an explicit provision that there 
should be established a bank of “currency and issue.” Such a law was actually 
drawn up by the Ministry of Finance in 1952 and approved by the Cabinet, but it 
was never passed, largely because of the opposition of Dr. Erhard, Minister of 
Economics. It was not until 1956 that the required law was passed, and not until 
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August 1, 1957, that it went into effect. The Bank deutscher Lander became the 
Deutsche Bundesbank, and each Landeszentralbank became one of its branches. 

The book under review is therefore timely. Its first eighty pages are devoted to 
a brief and necessarily superficial description of the central banks of eight coun- 
tries and of the measures available to central banks for the control of money and 
credit. This section adds nothing either to history or to theory. It is even mislead- 
ing at points, as when in a footnote it states that in the United States national banks 
have the note-issue privilege and that trust companies concern themselves solely 
with estate management. 

The remainder takes up the new law by sections, with comments on the history 
of each section and comparisons between the proposed bill and the final act. 

Of greatest interest to American readers will probably be the clauses dealing 
with the new central bank’s relations to the Treasury. The advantages of inde- 
pendence for the central bank are generally recognized in Germany, which has 
suffered so much from inflation. There are, however, differences in interpretation 
of this principle. The new bank is, for example, no longer required by law to have 
its head office in Frankfurt, and some fears have been expressed lest this permit re- 
moval of the head office to Bonn, where closer supervision by the Treasury would 
be possible. Moreover, the president of the Republic has been given the right to 
name the eight members who, with the president and vice-president of the Bundes- 
bank and the nine presidents of the state central banks, comprise the Central Coun- 
cil of the bank, the policy-making body. 

However, the bank act as finally passed eliminated the right of the Treasury to 
carry on open-market operations which might have counteracted those of the bank; 
this proposal had aroused widespread opposition. The open-market operations of 
the bank are limited to four billion marks. The bank has a monopoly of the note 
issue; it may set reserve requirements up to 30 per cent for sight obligations, 20 
per cent for time obligations, and 10 per cent for savings deposits. Its dealings are 
limited, with a few exceptions, to other bankers and to governmental agencies. 

This volume is frankly a reference work for students and businessmen. It will 
be welcomed by all who try to keep abreast of the rapid changes in banking abroad. 
It contains an adequate Index and, perhaps most useful of all, a bibliography after 
each section of the law, with a few English among the many German references. 


Marcaret G. Myers 
Vassar College 


Changes in Monetary Policy and Their Consequences. By Otto Ver, with the 
assistance of O. PETERS, B. STADERMANN, and H. Boepter. Translated from 
the German by Patria Translations, Ltd., London. Frankfurt on Main, Ger- 
many: Fritz Knapp Verlag, 1957. Pp. 215. 


With the unavoidable results of twenty years of inflation now threatening the 
economic stability of the free world, we are witnessing at present a good deal of 
soul-searching regarding the proper tools, limits, and purposes of “monetary man- 
agement.” The much-advertised CED “Commission on Money and Credit” illus- 
trates the trend—and so does Professor Veit’s slim book. As a well-known German 
monetary theorist and a strong supporter of the Erhard-Vocke monetary policy 
which helped to turn Germany from a pile of rubble into one of the strongest eco- 
nomic powers in Europe, Veit’s observations demand attention. 
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The book is divided into three parts and a statistical Appendix. Part I deals with 
the economic and monetary changes of the last twenty-five years; Part II with the 
resulting adjustments in monetary policy in Britain, the United States, Switzer- 
land, and Sweden; and Part III with the developments in postwar Germany. Re- 
flecting the difference in emphasis between German and American monetary policy, 
the author deals primarily with the problem of combating inflation rather than 
with the task of assuring “full employment” through credit manipulations. He 
stresses the fact, which is only too often overlooked, that the powers of the central 
bank to control cyclical fluctuations have become increasingly limited. 

It can influence, but cannot control, the supply of credit; it can do little to in- 
fluence velocity and the rate of saving; and the tremendous increase in the govern- 
ment’s share in the GNP has made it largely impossible for a central bank to pur- 
sue an independent (deflationary) policy. Monetary measures can be successful 
only to the extent that they are co-ordinated with the over-all economic policy of 
the government, over which the central bank has little control. The separation of 
internal and international monetary policy, moreover, resulting from the abandon- 
ment of the gold standard which formerly linked domestic and international price 
levels, has altered the nature and effectiveness of purely monetary policy. The 
dichotomy facilitates domestic economic planning—but also chronic inflation. 

Like many present-day economists, Veit disagrees with the Keynesian notion 
that the rate of interest is one of the main determinants of investment expendi- 
ture and thus the level of income. Because of institutional changes, interest rates 
alone can no longer equilibrate the supply of savings and the demand for credit. 
Interest rates are not the primary factor in determining the rate of savings, and, 
as the author points out, the demand for credit (except in specific areas such as 
home building) is apparently not decisively limited by the level of interest rates. 
High income tax rates and chronic inflation, which “cushion” the effect of interest- 
rate changes, have eliminated the rediscount rate as the primary tool to regulate 
the demand for credit. 

The emphasis has shifted, therefore, to an attempt to regulate the supply of 
credit through open-market operations, changes in reserve requirements, and, in 
some countries, direct credit quotas. In his preoccupation with the problem of in- 
flation, Veit fails to point out that this increased reliance on the control of the 
supply of credit has rendered central banks peculiarly impotent to stimulate the 
demand for credit as a means of counteracting bearish tendencies. The author 
agrees with what has become known in this country as the “availability doctrine,” 
namely, that changes in the discount rate affect the liquidity of the banking system 
and thus the supply of (as against the demand for) credit—in this country through 
their effect on the prices of government bonds and in other countries through the 
spread between the rediscount and the market rates. 

The translation is at times somewhat too literal, e.g., “creditor and debtor in- 
terest rates” instead of “interest rates on deposits and on loans.” Aside from such 
minor rough spots, however, the American reader will find the book stimulating 
reading from a theoretical point of view and a handy brief history of the different 
monetary policies and techniques adopted in recent years by Britain, Switzerland, 
Sweden, and Germany in their attempts to cope with various aspects of the general 
inflationary threat. 


G. C. WIEGAND 


Southern Illinois University 
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Public Finance 


Sales Taxation. By Joun F. Due. Urbana, IIl.: University of Illinois Press, 1957. 
Pp. ix+396. $5.75. 


Since World War I, national governments as well as state and local units have 
turned increasingly to sales taxation for rescue from financial straits. Once initi- 
ated, a sales tax tends to remain. The result has been a tremendous world-wide re- 
vival of sales taxation. The primary aim of Professor Due’s book is to indicate the 
extent of this revival and to evaluate the various forms that it has taken in non- 
Communist countries. The author reports from firsthand experience on Europe, 
Canada, and the United States and from published material and correspondence on 
Australia and New Zealand. Lack of source material prevents extensive treatment 
of sales taxation in Asia and South America. 

The sales tax has interested Due for twenty years, and he approaches his sub- 
ject with the insight and tolerance of an old friend. He is well aware of its short- 
comings: “On the whole, the sales tax must be regarded as a second-best tax—one 
to be employed only if various circumstances make complete reliance on income 
and other more suitable taxes undesirable” (p. 41). Yet he also sees its merits and 
recommends its use in three situations: (1) where an expenditure is regarded as 
administratively unfeasible but (for the effect on economic incentive and long- 
range capital formation) expenditure is preferred to income as a basis of taxation; 
(2) where the state of economic development, administrative standards, and tax- 
payer education ahd morality make it impossible to raise adequate sums from in- 
come taxes; (3) to provide autonomous revenue sources for the states in a federal 
governmental system (p. 387). 

The book falls into three parts. Part I is a short introduction to the subject, the 
sort of discussion that might be found in any fat, traditional undergraduate text in 
public finance. Part II, roughly three-fourths of the book, is devoted to the dual 
problem of describing specific taxes—the turnover tax in Germany, the British 
purchase tax, the California retail sales tax, and so on—and of listing the advan- 
tages of each. Part III is a short summary and evaluation of the different types of 
sales taxes (single-stage or multiple-stage? on retailer, wholesaler, or manufac- 
turer?) and of special contrivances (largely exemptions) that may be inserted. 

The presentation of the material is forthright and readable. Transient details 
of the various tax structures are kept to a minimum, while the main features are 
depicted in an admirably clear style. Well-pruned references are given at the end 
of each chapter. The reader who wishes to take notes can easily discern a strong, 
simple outline. 

I am not quite sure who that reader is expected to be. Part II seems to be writ- 
ten for the lay reader. The general discussions of sales taxation in Parts I and III 
presuppose at most a course in elementary economics. For the reader who has had 
a course in public finance they could have been cut and consolidated, and for the 
graduate student they could have been raised to a higher theoretical level. Yet it is 
precisely the economist specializing in public finance who will be most attracted to 
the institutional material of the second part. 

ALICE JOHN VANDERMEULEN 


Claremont Graduate School 
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The Royal General Farms in Eighteenth-Century France. By Grorce T. Mat- 
THEWs. New York: Columbia University Press, 1958. Pp. xii+318. $5.50. 


This is a study in the history of French finances. It is primarily a description of 
tax administration during the life of the General Farms, 1681-1791. However, a 
brief résumé of the earlier tax system is given; and the chaotic and changing taxes 
administered by the General Farms are described in some detail. Such fragmentary 
evidence as is available on the costs of collecting different taxes under this system 
is also presented. 

The author traces the gradual centralization of administration of all taxes and 
ascribes the continuance of tax farming after the central government became 
strong enough to assume direct tax collection to the ability of the tax farmers to 
provide credit at a time when the French monarchs own ability to borrow was weak. 
At times the General Farms wielded great powers, employing a considerable army 
for the prevention of smuggling, disbursing money in the provinces as well as col- 
lecting it, and performing most of the functions of the national treasury, as well as 
some banking functions. Needless to say, it proved profitable to its members. 

The book is primarily useful as a reference work. It is thorough, carefully docu- 
mented, and well written. The Appendix gives such data as the lease prices and 
amount of loans of the different leases, organization diagrams, and an extensive 
Bibliography. 

MaBEL NEWCOMER 
Vassar College 


Toward Responsible Government: An Economic Appraisal of Federal Investment 
in Water Resource Programs. By Epwarp F. RENSHAW. Chicago: Idyia Press, 
1957. Pp. xii+164. $3.00. 


The author states in his Preface that “this work is a plea for responsible and 
honest government . . . the old dream . . . must give way to the new dream ... 
even at the expense of my own popularity . . .” (p. vi). The basis for the author’s 
fear for his popularity rests with his opposition to the extent of federal participa- 
tion in water-basin development and specifically with his opposition to the devel- 
opment of projects with benefit-cost ratios reaching down to 1.1. The conclusion 
is that “one should be suspicious of any benefit-cost ratio less than 10.00 to 1.0” 
(p. 63). 

The author sets forth at the beginning his target: “reclamation is only one of 
several alternative ways in which future food requirements can be met and... 
public policy should be directed at obtaining the least cost combination” (p. 9). 
He is aware that the opposition argues that “land investment is justified in terms 
of long run demand” (p. 8). There is only a spotty familiarity with the literature 
on water-basin policy, heavily biased by materials dating since 1955. For example, 
there is no reference to the three-volume Report of the President’s Water Re- 
sources Policy Commission of 1950, although the three-volume Task Force Report 
on Water Resources and Power of 1955 by the Commission on the Organization of 
the Executive Branch of the Government is used. 

The author is concerned with such problems as the 0.4 benefit-cost ratio for rec- 
lamation which will result in getting about 10 per cent of the estimated food sup- 
ply increase needed by 1975 (p. 13), compared with the 9.9 benefit-cost ratio in 
getting the balance of the needed increase by improved production techniques re- 
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sulting from public research (if the 1940-50 research productivity rate continues 
to hold until 1975). 

More than half of the work (pp. 85-164) is devoted specifically to reclamation 
questions. Prior to that, there are sections on reclamation and sugar policy (pp. 
17-24), public power (pp. 25-41), flood damage (pp. 42-53), navigation (pp. 54- 
67), and the Department of Agriculture’s flood program (pp. 68-84). 

In chapter iv, a flood-damage model for the United States is developed. Although 
this has predictive qualities yielding estimates of flood damage that are only 25 
per cent of empirical results of the Corps of Engineers studies, the author proceeds 
to argue in support of his model when it produces the startling conclusion that one 
can “be 94 per cent confident that the actual effect of the Corps’ program [of 
flood control] has been to increase [flood] damage [for the country as a whole]” 
(p. 48). The author is happy when “all the parameter estimates for the independent 
variables have the correct sign” (p. 45). That the predictive equation shows a posi- 
tive correlation between flood potential and flood damage is apparently sufficient 
warranty to accept the values developed for these parameters! 

These few samples show that the author is provocative and has that certain 
freshness that a theoretician can bring to his topic. But the work is far from inte- 
grated and is partial equilibrium analysis with all the weaknesses of the ceteris 
paribus assumption. To this reviewer it is the kind of analysis which en ante would 
not have seen the Panama Canal built. 

ERWIN EssER NEMMERS 


Northwestern University 
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BREWSTER, KINGMAN, JR. Antitrust and American Business Abroad. New York: 
McGraw-Hill, 1958. Pp. xxiv+509. $12.00. 


The first of the three sections of this book deals with the dilemmas posed by 
antitrust in foreign commerce. The second covers the legal risks of specific busi- 
ness arrangements and the impact of the law on business decisions. The final sec- 
tion evaluates present law and policy and offers various proposals for their change 
or modification. 


Courtney, Peccy (ed.). Business Electronics Reference Guide. New York: Con- 
trollership Foundation, 1958. Pp. 602. $15.00. 


This comprehensive reference book reports authentic, specific data on the more 
significant aspects of electronic processing of business statistics. It includes brief 
descriptions of electronic computer installations and applications throughout the 
nation, as well as a great variety of other valuable information. 


Eaves, Epcar D., and Witson, Rosert L. Introductory Mathematical Analysis. 
Boston: Allyn & Bacon, 1958. Pp. xv+424. $5.95. 


This new text assumes a good high-school preparation in mathematics and at- 
tempts to provide the student with a broader background than is offered by the 
traditional courses in college algebra and trigonometry. 


FeLpMAN, Haron. Mathematics of Business Affairs. Boston: Allyn & Bacon, 1958. 
Pp. vi+239. $3.95 (paper). 


This well-illustrated elementary textbook ties the topics into the student’s every- 
day personal life. 


FIsHER, GLENN W. Income in North Dakota, 1929-1956. Fargo, N.D.: North 
Dakota Agricultural College, 1958. Pp. 26 (paper). 


Proprietors’ income makes up a larger proportion of total income in North 
Dakota, the most agricultural state in the union, than in any other state. While 
North Dakota personal income in 1956 made up about the same proportion of 
United States personal income as it did in 1929, there has been a substantially 
faster rise in North Dakota per capita income than in national per capita income. 


FREEMAN, RocEr A. School Needs in the Decade Ahead. Washington, D.C.: Insti- 
tute for Social Science Research, 1958. Pp. xxviii+273. $5.00. 


According to the author, teacher and classroom shortages in our schools have 
been greatly exaggerated and are rapidly diminishing, and, if efficient methods are 
adopted, school funds will not need to rise much beyond the growth rate of the 
national income. 


Hoizman, Rosert S. Arm’s Length Transactions. New York: Ronald Press, 1958. 
Pp. ix+ 169. $10.00. 
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Section 482, the arm’s length provision of the Internal Revenue Code, and liti- 
gated cases are examined at some length in this study, which concludes with advice 
on how to avoid, or at least mitigate, the dangers to which enterprises under unitary 
control may be subjected. 


Jounson, ArNnoLp W. Intermediate Accounting. Rev. ed. New York: Rinehart, 
1958. Pp. xiii+793. $8.50. 


The modern analytical and interpretive aspects of accounting are stressed in 
this revision, which places paramount emphasis on income and focuses special at- 
tention on “valuation accounting.” 


KLAMAN, SAUL B. The Volume of Mortgage Debt in the Postwar Decade. New 
York: National Bureau of Economic Research, 1958. Pp. xv+143. $2.00 
(paper). 

The major portion of this study is devoted to the presentation of detailed tables 
of mortgage debt outstanding and net mortgage flows. The author’s discussion of 
appraisal and development of the data concludes with recommendations for the 
improvement of mortgage debt statistics. 


LEIGHTON, WALTER. Calculus. Boston: Allyn & Bacon, 1958. Pp. x+373. $6.95. 


The major emphasis throughout this introduction to the calculus is on funda- 
mental concepts, in particular the definitions of the derivative and of the definite 
integral. 


McNar, Matcotm P. Operating Results of Department and Specialty Stores in 
1957. Boston: Harvard Business School, 1958. Pp. viii+91. $6.00. 


Department-store earnings suffered a setback in 1957, interrupting the gradual 
rise that had been experienced since 1951. Speciality-store earnings also declined 
in 1957. 


Mossé, Ropert. “Solving European Municipal Credit Problems,” Tax Policy, 
March-April, 1958. Pp. 16. $0.50 (paper). 


While there is a lively market for municipal securities in the United States, 
similar credit facilities are not available for cities in many European countries. To 
meet this situation, a European municipal credit system, similar to the Interna- 
tional Bank system, is proposed. 


SAMUELSON, Paut A. Economics: An Introductory Analysis. 4th ed. New York: 
McGraw-Hill, 1958. Pp. xx-+810. $6.75. 


There has been extensive rewriting in every chapter—indeed, a half-dozen 
chapters have been completely rewritten—in this new edition, and a new chapter on 
the economics of atomic energy and automation has been added. 


SoLpoFsky, RoBert M. Financial Management: A Workbook of Core Problems. 
Dubuque, Iowa: Wm. C. Brown Book Co., 1958. Pp. v+63. $1.95 (paper). 


The problems and forms provided in this workbook for the course in business 
finance are designed to help the student gain an understanding of the principle or 
procedure involved in each case with the minimum expenditure of time. 
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Unitep NATIONS DEPARTMENT OF ECONOMIC AND SociAL Arrairs. A Manual for 
Economic and Functional Classification of Government Transactions. New 
York: United Nations, 1958; distributed by Columbia University Press. Pp. 
x+188. $2.00 (paper). 


Two classification schemes for providing data on government transactions essen- 
tial to the making of public policy are presented in this manual. The details of these 
schemes will need to be modified to reflect the institutional structure and scope of 
government responsibility prevailing in each country. 


UnitTeD NATIONS DEPARTMENT OF ECONOMIC AND SociaAL Arrairs. Statistical 
Yearbook, 1957. New York: United Nations, 1957; distributed by Columbia 
University Press. Pp. 674. $6.50 (paper) ; $8.00 (cloth). 


This ninth issue of the Statistical Yearbook contains a new chapter on interna- 
tional economic aid. As in the previous issues of this valuable reference work, the 
tables present, for the various countries covered, time series which are as nearly 
comparable internationally as the available statistics permit. 


Unitep NATIONS DEPARTMENT OF ECONOMIC AND Socrat Arrairs. Yearbook of 
International Trade Statistics, 1956. 2 vols. New York: United Nations, 
1957; distributed by Columbia University Press. Vol. I, pp. 629, $7.00 
(paper); Vol. II, pp. 155, $1.50 (paper). 


The first volume of this yearbook contains detailed data for individual countries. 
The second volume analyzes international commodities by countries of provenance 
and of destination. 


UNIVERSITIES—NATIONAL BUREAU COMMITTEE FOR ECONOMIC RESEARCH. Prob- 
lems in International Economics. Cambridge, Mass.: Harvard University 
Press, 1958. Pp. 142. $1.50 (paper). 


This supplement to the Review of Economics and Statistics brings together 
papers and comments presented before the Conference on International Economics 
at Princeton in April, 1956, which was sponsored by the Universities—National 
Bureau Committee for Economic Research. 


VANCE, LAWRENCE L. Theory and Technique of Cost Acocunting. Rev. ed. New 
York: Henry Holt, 1958. Pp. xx+ 536. $7.00. 


In this revised edition, chapters on process costs and direct costing have been 
added, the section on the flexible budget has been enlarged, and the problems in- 
cluded are new or rewritten. 


Watker, HELEN M.., and Lev, JosepH. Elementary Statistical Methods. Rev. ed. 
New York: Henry Holt, 1958. Pp. xvi+302. $4.75. 


While this book is presented as a revision of the well-known text of the same 
title published by Professor Walker in 1943, except for an occasional paragraph 
and a few graphs and tables, it is actually a completely new piece of writing. The 
treatment continues to be non-mathematical, and the material, as before, is so 
presented as to make it almost self-instructive. 


Weston, J. Frep (ed.). Readings in Finance from Fortune. New York: Henry 
Holt, 1958. Pp. vit+ 122. $1.50 (paper). 
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The thirty-seven articles reprinted in this volume provide interesting and often 
fascinating reading to supplement textbooks in courses in business finance. 


Books Received 


Wyatt, JoHN W., and Wyatt, Mapte B. Business Law: Principles and Cases. 
New York: McGraw-Hill, 1958. Pp. xxi+ 866. $7.50. 


In determining the scope of their book, the authors were influenced to a great 
extent by the subjects covered in the C.P.A., C.L.U., and C.P.C.U. examinations 
and devote rather extensive treatment to such subjects. 


CLYDE WILLIAM PHELPS 
University of Southern California 
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A. Charnes, W. W. Cooper and M. H. Miller 


The Effect of the Per Diem Rate on the American Railroad Freight Car Fleet 

Yehuda Grunfeld 
Book Reviews 
Books Received 


Doctoral Dissertations Accepted, 1957-1958 
Notes: University Schools of Business 


The JOURNAL OF BUSINESS is published ss | by the School of Business of the Uni- 
versity of Chicago. Subscriptions are $6.00 per year and should be addressed to the JOURNAL 
OF BUSINESS, Box 12, School of Business, University of Chicago. Editorial correspondence 
(manuscripts in duplicate) should be addressed to Irving Schweiger, Editor, JOURNAL 
OF BUSINESS, School of Business. 


JOURNAL OF THE AMERICAN STATISTICAL ASSOCIATION 


Volume 53 SEPTEMBER, 1958 Number 283 
Influence of the Interviewer on the Accuracy of Survey Results........ .......Rospert H. Hanson anv Ext 8. Marks 
Demand for Farm Products at Retail and the Farm Level: Some Empirical Measurements and Related Problems 

Rex F. Daty 
Investment Estimates of Underdeveloped Countries: An Appraisal I, Apranam 
Manufacturers’ Inventory Cycles and Monetary Policy... .... .. Doris M, E1rseMann 
Leading American Statisticians of the Nineteenth Century II... eat ..Pauu J. FrrzParrick 
Rectifying Inspection of a Continuous Output............ F. J. ANScomBE 
Ranking Methods and the Measurement of Attitudes......... ... Janpine 
Randomization Tests for a Multivariate Two-Sample Problem.......................J. H. Cawne anv D. A. 8, Fraser 


A Method of Adjustment for Defective Data..............-...... Morris James anp Cnester H. McCaut, Jr- 


Boox Reviews, Notes Asout AutHors, PusicaTions Receivep 


For further information, please contact the 


AMERICAN STATISTICAL ASSOCIATION 
1757 K STREET, N.W. WASHINGTON 6, D.C. 
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The American Economic Review 


Volume XLVIII DECEMBER 1958 Number 5 
ARTICLES 
Activity AnalysisinOne Lesson . . . . . . . . . W. J. Baumol 
Consumer Investment Expenditures. . . . . . . . . . J. N. Morgan 
A New Industrial Feudalism? . . .. . 
Pricing in Large Companies . . . . . . . . . . . RP. Lanzilloti 
International Trade and Expansion . . . . Jagdish Bhagwati 
REVIEW ARTICLE 
Foreign Trade Policy . . . . WS. M. Letiche 
COMMUNICATIONS 
The Wage-Push Inflation Thesis . . . . . . . . . . BE. Gallaway 
The Permanent Income 
Comment... <3 . « « « « « Robert Eisner 
Rejoinder . . .. 


The AMERICAN ECONOMIC REVIEW, a quarterly, is the official publication of the American Economic Association 
and is sent to all members. The annual dues are six dollars. Address editorial communications to Dr. Bernard F. Haley, 
Editor, AMERICAN ECONOMIC REVIEW, Stanford University, Room 220, Stanford, California; for information con- 
yy publications and activities of the "Association, communicate with the Secretary-T' reasurer, Dr. James Washing- 
American Economic Association, Northwestern University, Evanston, Illinois. Send for information booklet. 


..-A NEW TEXTBOOK... 


FINANCE 


By Dauten and Welshans 


Here is a new basic principles textbook. It is intended for the first 
course in finance. It presents the functions, principles, institutions, 
practices, procedures, and problems of the whole area of finance. The 
contents cover short-term business financing, long-term business fi- 
nancing, financing special areas of business, financing the consumer, 
monetary system, and monetary policies and problems. 


South-Western Publishing Co. 


(Specialists in Business and Economic Education) 
Cincinnati27 - New Rochelle,N.Y. - Chicago5 + SanFrancisco3 - Dallas 2 
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PRINCETON UNIVERSITY PRESS 


International Financial Transactions 


and Business Cycles 
By Oskar Morgenstern 


This book examines how economic disturbances spread through fi- 
nancial markets and financial operations between the economy of the 
United States and several other countries, particularly Great Britain, 
France, and Germany. It is primarily concerned with the classical 
period of the gold standard before the First World War and with the 
changed conditions between the First and Second World Wars. 
Through an examination of past policies the author makes an im- 
portant contribution toward future policy-making. Published for the 
National Bureau of Economic Research. 

640 pages. Tables & charts. $12.00 


The Income-Tax Burden 
on Stockholders 


By Daniel M. Holland 


This study measures the degree to which stockholders have been sub- 
ject to heavier, or lighter, tax liabilities than other income recipients— 
because of the corporation income tax and a personal tax on divi- 
dends—and how this differential tax burden varies with size of in- 
come. Published for the National Bureau of Economic Research. 

268 pages. $5.00 


A Critique of the United States 
Income and Product Accounts 


Studies in Income and Wealth, Vol. 22 


By the Conference on Research in Income and Wealth 


The first systematic and critical analysis of the Office of Business 
Economics Estimates, including an examination of many of the theo- 
retical issues in national income accounting and a discussion of the 
income and expenditure sides of the accounts. Papers appraise the 
suitability of the data for short-term analysis and the problem of ob- 
taining real natural product in natural income measurement. Pub- 
lished for the National Bureau of Economic Research. 

616 pages. Tables & charts. $11.50 


Order from your bookstore, or 


Prineeton University Press, Princeton, N.J. 
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Life Insurance Rates Reduced! 


QTIAA} 


TIAA continues to be the outstanding 


life insurance value for educators. 


FOR EXAMPLE: 

A premium of $11.40 a month buys $20,000 of 
10-Year Term insurance for a man 33 years of age. 
The net premium, after annual dividends, averages 
only $7.16 monthly for this $20,000 policy, based 
upon TIAA’s 1958 dividend scale. Dividends, of 
course, are not guaranteed. 


Any staff member of a college, university or private 
school is eligible to apply for the many low-cost 
plans available. 
Ask for a supply of the new Life Insurance Guide 
for your staff. 


TEACHERS INSURANCE AND ANNUITY ASSOCIATION 
FIFTH AVENUE ° NEW YORK 36, N. Y. 
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MONEY AND BANKING 


FOURTH EDITION 
By W. H. Steiner, Eli Shapiro, and Ezra Solomon 


FINANCING GOVERNMENT 


FIFTH EDITION 
By Harold Groves 


READINGS IN FINANCE FROM FORTUNE 
Edited by J. Fred Weston 


383 Madison HHENRY HOLT AND CO. New York 17 


MONEY AND BANKING, Leland J. Pritchard, The University of Kansas 


An integration of theory and practice, this new book is well suited for either the 
business or liberal arts student. It offers a clear and penetrating examination of 
the nature and origin of money; the relationship of money to prices, production, 
and employment; and the effects of governmental monetary and financial policies 
on the economy. 


783 pages 1958 $6.95 


MATHEMATICS OF FINANCE, Robert Cissell, Xavier University, and 
Helen Cissell 
A practical course in the mathematics of finance, this thorough treatment of 
present-day business practices is especially suitable for students of commerce and 


business administration, yet its emphasis on financial transactions important to 
individuals and families will meet the needs and interests of all students. 


198 pages of text 88 pages of tables 1956 $4.50 


Boston 7 


New York 16 


HOUGHTON 4 


) Chicago 16 
Dallas 1 
? Palo Alto 
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Selected RONALD Book 


Business Loans of 
American Commercial Banks 
Edited by BENJAMIN HAGGOTT BECKHART, 


Coiumbia University 
Prepared by 15 Contributing Authorities 


January, 1959. The first comprehensive view of the importance 
of business loans in commercial banking and their significant 
role in the American economy. This new book is designed for 
advanced undergraduate and graduate courses in money and 
banking; monetary theory, policy, and control; financial institu- 
tions; and commercial bank practices and policies. 


Fifteen well-known banking specialists explain the organization 
of bank lending activities, the evaluation of credit worthiness, 
and the problems of risk protection. Practical examples from the 
full range of business and industrial activity are used to illustrate 
seasonal loans, working capital loans, financing of intermedi- 
aries, term loans and interim financing, and the slow loan. Book 
also analyzes competitive factors, interest rates, credit availabil- 
ity, portfolio policies, and business loan statistics. 

69 ills., tables; 475 pp. 


Bank Credits and 
Acceptances —4th Edition 


WILBERT WARD and HENRY HARFIELD 
—both Members, the New York Bar 


Just published. This unique volume completely explains all 
current financing devices for trade transactions under interna- 
tional practice and American law. Emphasizing the unchanging 
fundamentals of sight and acceptance credits, book thoroughly 
discusses the role of the commercial banker in foreign trade, 
problems in the use of clear credits and guaranties, acceptance 
financing, the question of damages for the improper performance 
of a letter of credit transaction, and court decisions which have 
affected credit and acceptance structure. 


New international commercial credit rules are covered in full. 
with comments on their interpretation and application. Book 
illustrates and explains the use of forms for substantially all 
phases of commercial credit transactions. 20 ills., 277 pp. 


—THE RONALD PRESS COMPANY 
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for the College Curriculum 


Commercial Credit and 


Collection Practice—2nd Edition 
WATROUS H. IRONS, President, Federal Reserve Bank 
of Dallas. Revised by DOUGLAS H. BELLEMORE, 
New York University 

Comprehensive textbook presents the fundamentals and 
principles of sound credit and collection practice. Includes new 
material on consumer credit, mercantile instalment credit, etc.; 
examines the role of the federal government and the Federal 
Reserve System in credit control and counter cyclical policy. 
“The most outstanding book in the field.”—B. Williams, 
Roosevelt University. 110 ills., tables; 784 pp. 


Economie and Social Security 
JOHN G. TURNBULL, University of Minnesota; 

C. ARTHUR WILLIAMS, JR., University of Minnesota; 

and EARL F. CHEIT, University of California, Berkeley 
A full discussion of public and private measures against eco- 
nomic insecurity. Book uses analytical devices to evaluate the 
private and public insurances and assistances involved in: old 
age, death, occupational disability and non-occupational illness, 
unemployment, and substandard working conditions. “Simple 
and straightforward . . . an inviting presentation.”—Journal 
of Finance. 75 ills., tables; 539 pp. 


Corporate Finance 
ELVIN F. DONALDSON, The Ohio State University 
A complete picture of the principles underlying the financial 
policies and practices of the modern business corporation. 
Stressing management’s point of view, book reflects best legal, 
accounting thought; covers taxation, forms of organization, pro- 
motion and financing by securities, etc. “A well-written, well-in- 
tegrated text.”"—Denton A. Fuller, Alfred University. In- 
structor’s Manual available. 48 ills., tables; 876 pp. 


Personal Finanee—2nd Edition 
Also by ELVIN F. DONALDSON 
Authoritative treatment of all types of personal financial 
problems, with emphasis on practical application of principles. 
Non-technical coverage of budgeting, saving, borrowing, credit 
buying, insurance, investments, etc. “Clear and concise . . . a 


wealth of information.”—Journal of Finance. [nsiructor’s 
Manual available. 70 ills., tables; 584 pp. 


15 East 26th Street, New York 10— 
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BOOKS from Prentice-Hall . . . 


CORPORATE FINANCIAL POLICY, 3rd Ed. 
by HARRY G. GUTHMANN, Northwestern University, and 
HERBERT E. DOUGALL, Stanford University 


THIs LEADING TEXT IN THE CORPORATE FINANCE FIELD COVERS BOTH 
“internal” administration and the traditional material of the course. De- 
velopments in financial administration and in taxation, regulation, and 
leadl aateats of finance are treated. Throughout, the authors stress the 
use of various tools and devices for financial management and the influ- 
ence of taxation on financial policy. 

Exceptionally broad in scope, this text offers a thorough study of the 
financial life cycle of the corporation—from selecting the corporate form 
of business to dissolving and liquidating. 

When a textbook has been adopted by more than one hundred colleges 
and universities with over 220,000 copies sold in all editions, it may cer- 
tainly be considered “outstanding” in its field. Few texts in the field of 
Finance have enjoyed such success. 


766 pages Published 1955 Text price $7.50 


§ | AMERICAN PUBLIC FINANCE, 6th Ed. 
ors by WILLIAM J. SHULTZ, College of the City of New York, and 
C. LOWELL HARRISS, Columbia University 


A BASIC TEXT FOR COURSES IN PUBLIC FINANCE, TAXATION, OR FISCAL 
policy, this book clearly states the basic principles and techniques of 
government expenditure, taxation, oe and fiscal policy. It covers 
all major points of view impartially. The enlarged, integrated treatment 
of fiscal economics opens with a summary presentation of the Theory of 
National Income, after which the authors introduce the factor of fiscal 
operations and point out how they fit into the theoretical pattern already 
established. Major sections cover: Governmental expenditure, principles 
of taxation, federal, state, and local taxes, non-tax revenues, intergov- 
ernmental fiscal relationships, governmental borrowing and indebted- 
ness, and fiscal policy. 

689 pages Published 1954 Text price $7.00 


SELECTED CASE PROBLEMS IN FINANCE 
by ROBERT J. OPPITZ, Washington University, Missouri 
REALISTIC IN APPROACH, THIS TEXT GIVES STUDENTS PROBLEMS TO SOLVE 
which require them to make both qualitative and quantitative decisions. 
In addition, most of the problems contain questions of a general explora- 
tory nature which are related to, but go beyond, the scope of the prob- § 
lem itself. 

Designed to supplement all basic texts in corporation and business fi- 
nance the 85 problems in “Oppitz” have been class-tested at both North- 
western and Washington Universities. 

The outline of the cases is such that the book ties in readily with any 
leading text in the field, and the material has been made even more 
readily useful by numerous cross references among the chapters. 

144 pages Paperbound Published 1956 Text price $3.00 


To obtain an approval copy promptly, write: BOX 903 


PRENTICE-HALL, Inc. 
Englewood Cliffs, New Jersey 
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BUSINESS FORECASTING 
By Eumer C. Brart, Lehigh University. 384 pages, $7.50 


Here, for the first time, are the various forecasting methods actually used by 
different companies, with summaries of outstanding studies. The methods presented 
are almost entirely post-World War IT. Particular emphasis is placed on objectivity. 
Long and short term forecasting are presented separately. The use of several 
actual forecasts provides a visualization of methods. 


THE THEORY OF PUBLIC FINANCE: A Study in Public 
Economy 
By Ricuarp A. Muscrave, University of Michigan. Ready in January 


This long-awaited graduate reference and text offers the first comprehensive 
treatment of the theory of public finance in modern economics. It develops a 
general framework for a normative theory of tax and expenditure determination, 
and undertakes a systematic analysis of the effects of budget policy upon the 
economy. One great contribution is the attempt to integrate the classical and 
the Keynesian aspects of public finance theory. 


PRICES, INCOME, AND PUBLIC POLICY 


By Ciark Lee ALLEN, North Carolina State College; James M. Bucuanan, 
University of Virginia; and Florida State University. 
Second Edition. Ready in January 


This revision of an introductory economics text features a major change in organiza- 
tion. Instead of the three parts (the three parts of the title) which were in the First 
Edition, the Second Edition has two: the first covers both Price Theory and Income 
Theory; the second considers Price Theory more deeply and takes up policy ques- 
tions. 


ACCOUNTING AND THE ANALYSIS OF FINANCIAL DATA 


By Eptson E. Easton and Byron L. Newton, both of Oregon State College. 
McGraw-Hill Accounting Series. 449 pages, $7.00 


A beginning text for finance and management students who plan to take no other 
accounting course. It aims to help these non-majors understand the principles 
and conventions behind the financial statement. Included are those principles usually 
considered to be essential for the study of general financial accounting, with dis- 
cussions of income taxes, cost accounting, and budgetary planning. All technical 
phases of general accounting and bookkeeping are omitted. 


McGRAW-HILL BOOK COMPANY, INC. 
330 West 42nd Street New York 36, N.Y. approval 
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A CHECK LIST OF 


NEW AND RECENT FINANCE 


IRWIN TEXTS IN 


Boehmler, Robinson, Gane, Farwell—Revised Edition: 
FINANCIAL INSTITUTIONS 688 pages 1956 


Cohen and Hanson—Revised Edition: 
PERSONAL FINANCE 834 pages 1958 


Credit Research Foundation: 
CREDIT MANAGEMENT HANDBOOK 800 pages 1958 


Hunt and Williams—Revised Edition: 
CASE PROBLEMS IN FINANCE 519 pages 1953 


Hunt, Williams, Donaldson: 
BASIC BUSINESS FINANCE: Text and Cases 926 pages 


Husband and Dockeray—Fourth Edition: 
MODERN CORPORATION FINANCE 786 pages 1957 


Plank: 
PUBLIC FINANCE 783 pages 1953 


Plum and Humphrey: 
INVESTMENT ANALYSIS AND MANAGEMENT 678 pages 


Prather—Sixth Edition: 
MONEY AND BANKING 666 pages 1957 


Prather: 
FINANCING BUSINESS FIRMS 581 pages 1955 § 


Write for Examination Copies 


“RICHARD ‘D. IRWIN. 


“HOMEWOOD, ‘ILLINOIS 
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